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THE RELATION BETWEEN RETAINED EARNINGS 
AND COMMON STOCK PRICES FOR LARGE, 
LISTED CORPORATIONS* 


Oscar HARKAVY 


Syracuse University 


I. INTRODUCTION 


IN THE LITERATURE on the relation between the tax on capital gains 
and the personal income tax, it is assumed that there is a positive 
association between earnings retention and appreciation in the mar- 
ket price of common stock. A typical passage states: 

An especially important source of capital gain is corporate saving—reinvest- 
ment of corporate earnings in business expansion. The “plowing back” of cor- 
porate profits gives rise not only to growth in the value of the corporation 
capital accounts but also to appreciation in the value of corporate securities. 
A significant relationship exists between undistributed corporate earnings and 
capital gains, although the form of this relationship is undoubtedly complex.! 


Since the corporation’s failure to distribute earnings is held to re- 
sult in an increase in the price of its stock, the retention of earnings 
allows the stockholder to substitute for the steeply progressive per- 
sonal income tax on dividends, the considerably lighter tax on capital 
gains, if he cares to realize them. If he wishes to pass the stock on 
to his heirs, the capita! gains tax may be postponed indefinitely. 

On the other hand, literature in the field of investments and finan- 
cial analysis is often unenthusiastic as to the effects of earnings re- 
tention on price appreciation. For example: 

Even in growth stocks there is surely no clear indication that a low dividend 
in relation to earnings is regarded by the stock market as possible advantage. It 

* The author is indebted to Professors Jesse V. Burkhead and Eric W. Lawson of 


Syracuse University for valuable suggestions and criticism. The subject of this article 
was suggested by Professor Burkhead. 


1. U.S. Treasury Department, Tax Advisory Staff of the Secretary, Federal Income 
Tax Treatment of Capital Gains and Losses (Washington, D.C., 1951), pp. 15-16, 
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is merely overlooked. The considered and continuous verdict of the stock market 
is overwhelmingly in favor of liberal dividends as against niggardly ones. . . . The 
outside, or public stockholder gets no tangible, realizable benefits from his in- 
vestment except by way of dividends received thereon or through an increase 
in market price. The latter in turn is usually dependent upon the former.” 


The apparent conflict between the fiscal theorist and the security 
analyst® as to the relation between earnings retention and common 
stock price has inspired this article. Closer examination of the liter- 
ature reveals, however, that the exponents of the two contradictory 
points of view so qualify their statements as to effect a partial recon- 
ciliation. 

The authors of the Treasury Department statement quoted above 
acknowledge the well-known fact that “the correlation between mar- 
ket and book values of many corporate securities is poor.’’* Seltzer, 
of the National Bureau of Economic Research, who considers the 
retention of corporate earnings as the most important device for 
converting ordinary income into capital gains, is also dubious as to 
the existence of any “close and consistent relation” between undis- 
tributed profits and price appreciation. He points out that a rapidly 
expanding company can increase its earning power with a given 
amount of plowed-back funds to a far greater extent that a firm 
which is declining or growing slowly. Many additional factors need 
be considered. For example, where a firm’s capital structure is top- 
heavy with senior securities, as in the case of railroads, the retention 
of earnings available for the common stock will serve more to in- 
crease the assets protecting the bondholders than to improve the 
future dividend expectations of the stockholders, and should have 
little effect on price. Or, in the case of a declining firm, the retention 
of earnings may only serve to reduce the rate at which the stock 
declines in price.* 

2. Benjamin Graham and D. L. Dodd, Security Analysis, 3d ed. (New York: 
McGraw-Hill Book Co., 1951), pp. 432-33. 


3. For further examples of the fiscal theorists’ assumption see W. J. Schultz and 
C. L. Harris, American Public Finance, 5th ed. (New York: Prentice-Hall, Inc., 1949), 
p. 442; W. H. Anderson, Taxation and the American Economy (New York: Prentice- 
Hall, Inc., 1951), p. 351; P. E. Taylor, The Economics of Public Finance (New 
York: Macmillan Company, 1948), p. 435. 

For expressions concurring with Graham and Dodd see J. B. Williams, The Theory 
of Investment Value (Cambridge: Harvard University Press, 1938), pp. 57-58; Shaw 
Livermore, Investment Principles and Analysis (Chicago: Business Publications, Inc., 
1938), pp. 328-31. Note the much stronger statement of the case for high dividend 
payout in Graham and Dodd, Security Analysis, 2d ed. (New York: McGraw-Hill 
Book Co.), 1940, pp. 374-84. 

4. US. Treasury, ... Tax Treatment of Capital Gains ..., p. 16. 


5. L. H. Seltzer, The Nature and Tax Treatment of Capital Gains and Losses (New 
York: National Bureau of Economic Research, 1951), pp. 224-25. 
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Those investment analysts who emphasize the importance of 
dividends, rather than retained earnings, in the determination of 
price, do not assert that the retention of earnings prevents the mar- 
ket price from appreciating. It is their contention, rather, that the 
retention of earnings “cannot be depended upon to increase or even 
to maintain dividends [and] it is obvious that they cannot be de- 
pended upon to reflect themselves in a corresponding increase in the 
average market price of the shares.’”*® But is is conceded that in the 
case of “some dynamically successful and expanding companies, low 
dividends have not affected the market price because investors and 
speculators have been primarily influenced by the expectancy of 
increased earning power.’ 

Perhaps a more complete reconciliation of the two apparently 
conflicting positions can be effected by separating the long-run 
from the “instantaneous” effects of the retention of earnings on mar- 
ket price. There is no contradiction in contending that average price, 
as of a given year, varies directly with the proportion of earnings 
distributed during that year, while over a period of years, greater 
price appreciations associated with the greater proportion of earn- 
ings retained. That is to say, given two stocks which are identical 
in all respects except in dividend payout, a higher price will be 
paid for the stock of the company distributing a greater proportion 
of its earnings in dividends. On the other hand, the stock of a firm 
which enjoys a rapid increase in the demand for its products will 
appreciate more than the stock of a slowly growing or declining 
firm, although the growth company retains a much larger propor- 
tion of its earnings to finance its expansion than the non-growth 
company. 

The first proposition is that of the security analysts, the second, 
of the fiscal theorists. Evidence will be presented to support both 
propositions using the same large sample of stocks. Neither of these 
statements is in disagreement with the point emphasized by Graham 
and Dodd, and acknowledged by Seltzer, that a dollar of retained 
earnings may result in less than a dollar in price appreciation. There 
is statistical evidence that this is generally true when representative 
groups of stocks are considered. But for many growth companies, a 
dollar in retained earnings is associated with several dollars in price 
appreciation, and for declining firms, retention of earnings is a con- 
comitant of decreasing market value. 

6. Graham and Dodd, op. cit., p. 434. 


7. Benjamin Graham, The Intelligent Investor (New York: Harper & Bros., 1949), 
p. 142. 
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In order to separate the “instantaneous” from the long-run effects, 
this study divides the problem into three questions: (1) How do 
annual average common stock prices vary with the proportion of 
earnings distributed in a given year? (2) What are the comparative 
effects of a dollar’s worth of retzined earnings and a dollar’s worth 
of distributed earnings on the market value of a security? (3) Do 
stocks of companies retaining a large proportion of earnings tend 
to experience greater long-term appreciation than stocks of com- 
panies retaining a smaller proportion? A corollary to question (3) 
is, “What is the quantitative relation between retained earnings and 
stock appreciation?” 

These questions are attacked in Part II of this paper through 
statistical analysis of representative stock price indexes and of large 
samples of stocks. This is a departure from much of the literature 
in investment analysis where small samples of stocks are chosen 
to illustrate a hypothesis rather than to test it. Section A examines 
“instantaneous” effects of retained earrings on common stock prices 
by the use of correlation techniques. Section B contains a discus- 
sion of a recently devised measure of the ratio between the market 
valuation of a dollar of retained to distributed earnings. In Section 
C, large samples of stocks are divided into “low payout” and “high 
payout” divisions to determine if significant differences in long- 
term stock price appreciation are discernible. Part III presents the 
results of studies of several pairs of companies, substantially similar 
in most respects other than in the proportion of earnings retained. 


II. ANALYSIS OF LARGE SAMPLES 
A. PRICE AND RETAINED EARNINGS—“INSTANTANEOUS” 


“Remarkably close” positive correlation between average divi- 
dend-earnings ratios, a measure of the proportion of dividends to 
earnings, with average price-earnings ratios for sixty gas and electric 
companies as of 1944 has been reported.* This gives statistical sup- 
port to the proposition that the greater the proportion of a given 
amount of earnings that is paid in dividends, the higher the price 
of the stock. 

Correlation analysis of the time series of average annual price- 
earnings and average annual dividend-earnings ratios computed 

8. H. H. Young, “A Study of Factors Influencing Price Earnings Ratios of Utility 
Common Stocks,” The Analyst’s Journal, 1 (January, 1945), 45-48. This finding is 


confirmed by Hugh Pastoriza, “Valuing Utility Earnings, Distributed and Retained,” 
The Analyst’s Journal, I (July, 1945), 11-15. 
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from the Cowles All-Stock Index for the period 1871-1937° and 
from the Standard and Poor’s Industrials, Rails, and Composite 
Indexes for the period 1934—50,'° shows close association of both 
series. In fact the degree of positive correlation between average 
price-earnings and average dividend-earnings for the Cowles All- 
Stock Index is so great as to yield a correlation coefficient of +-0.986. 
Relevant measures of correlation for these time series have been 
determined as follows: 


Cowes Att-Stock InpDEX, 1871-1937 
Regression Equation: Price-Earnings = 4.158 + 14.730 Dividend-Earnings 
= 1.479* 
Standard Error of Estimate: 2.635 


Correlation Coefficient: + 0.986 
STANDARD AND Poor’s INDUSTRIALS INDEX, 1934-1950 

Regression Equation: Price Earnings = — 4.806 + 28.727 Dividend-Earnings 
+ 4.090* 

Standard Error of Estimate: 3.621 

Correlation Coefficient: + 0.739 

STANDARD AND Poor’s Ratts INDEX, 1934-50 

Regression Equation: Price-Earnings = — 1.426 + 19.462 Dividend-Earnings 
+ 1.441* 

Standard Error of Estimate: 1.332 

Correlation Coefficient: + 0.903 

STANDARD AND Poor’s Composite INDEX, 1934-50 

Regression Equation: Price-Earnings = — 3.351 + 28.310 Dividend-Earnings 

+ 5.840* 


Standard Error of Estimate: 4.357 
Correlation Coefficient: + 0.735 


*95 per cent confidence interval of coefficient of estimation. 


A similar analysis of the Standard and Poor’s Utilities Index, on 
the other hand, reveals negligible correlation between annual aver- 
age price-earnings and annual average dividend-earnings ratios. A 
correlation coefficient of —0.040 was found. The negative nature 
of the relationship is in doubt since the correlation coefficient is so 
close to zero.” 

Growth companies might be expected to retain a greater propor- 
tion of earnings than non-growth companies, and also to have a given 
amount of earnings valued at a higher price than for non-growth 

9. Alfred Cowles, 3rd, Common Stock Indexes, 1871-1937 (Bloomington, Indiana: 
Principia Press, 1938), pp. 372-434. 


10. Standard and Poor’s Outlook, XXIII (May 28, 1951), 783. 


11. Lack of association between year-to-year movements of price-earnings ratios 
and dividend-earnings ratios for utilities is also cited by Hendrick Diamant, “Some 
Comment on Public Utility Price Earnings Ratios,’ The Analyst’s Journal, II (First 
Quart., 1946), 48-54. He suggests that the positive relationship may hold only in 
periods of relatively stable dividends. 
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companies. In order to find if negative association between price- 
earnings and dividend-earnings ratios actually exists in the case of 
growth companies, an index of chemical companies has been ana- 
lyzed. Chemicals were chosen since they usually figure prominently 
in any list of growth stocks. As can be seen from the following meas- 
ures of correlation, however, price-earnings ratios are correlated 
positively with dividend-earnings ratios for the Cowles Commission 
Chemicals Index. 
Cowtes CuemicaL INDEX, 1908-1937 
Regression Equation: Price-Earnings = 7.184 > oy Dividend-Earnings 


Standard Error of Estimate: 4.782 
Correlation Coefficient: + 0.784 


This analysis has also been performed for individual chemical com- 
panies. In no case is negative association apparent between average 
price-earnings ratios and average dividend-earnings ratios. 

This time series analysis has been supplemented by a cross-sec- 
tion analysis for 1950. Price-earnings ratios were correlated with 
dividend-earnings ratios for a systematic sample of ninety stocks 
in all lines of business listed in the Studley Shupert Common Stock 
Summary of Earnings, Dividends and Prices.** The correlation 
coefficient has been found to be -++-0.36, a low, though statistically 
significant degree of correlation. Since many factors, including 
growth prospects, regularity of dividend, leverage in the capital 
structure, and popularity of the industry among investors, have not 
been kept constant, low gross correlation might be expected. 

A valid objection may be raised against the method of correlating 
price-earnings ratios with dividend-earnings ratios. Since earnings 
appear in the denominator of both series of ratios, spurious correla- 
tion is undoubtedly encountered. This is especially true since fluc- 
tuations in earnings are so great as to dominate the movement of 
both ratios. 

To meet this objection, Standard and Poor’s Composite Index for 
the period 1934-50 has been subjected to a multiple correlation an- 
alysis in which average annual price, rather than price-earnings 
ratio, is correlated with average annual earnings and with the aver- 
age proportion of earnings distributed each year. In so far as the be- 
havior of this index is representative of listed stocks in general, mar- 
ket price has been positively associated with both variables during 

12. Studley Shupert and Co. (Boston, July 12, 1951). The sample was chosen by 
starting with the third company listed (a number picked at random) and picking 


every fifth stock from tables in which more than 450 companies are arranged alpha- 
betically within industry groups. 


of 
a- 
ly 
S- 
ad 
yn 


ly 


gs 


or 


igs 
er- 


ar- 
ng 


ing 
ha- 


Retained Earnings and Common Stock Prices 289 


this period. The coefficient of multiple correlation was found to be 
+0.555, with a standard error of estimate of 19.91. Obviously, so 
many other factors affect stock price that it is fruitless to predict 
price on the basis of earnings and the proportion of those earnings 
distributed alone. 

The coefficient of partial correlation between price and earnings 
was determined to be +-0.459, while that between price and the pro- 
portion of earnings distributed is +-0.190. The low value of the co- 
efficient of partial correlation between price and dividend-earnings 
ratios shows that, given earnings, the proportion of earnings dis- 
tributed helps little in explaining variation in price. This computa- 
tion does support the finding of positive association between average 
price and the proportion of earnings distributed as indicated by the 
simple correlation of price-earnings ratios with dividend-earnings 
ratios. But it also demonstrates that the degree of association is 
much less close than the cruder technique would indicate. 


B. RATIO OF MARKET VALUATION OF RETAINED TO 
DISTRIBUTED EARNINGS 


A method of estimating the ratio of the value of a dollar retained 
to the value of a dollar distributed has been proposed by Hugh 
Pastoriza which involves correlating price-earnings ratios for a group 
of similar utilities as of a given time.’* A scatter diagram of price- 
earnings ratios and dividend-earnings ratios was constructed for 
these companies, and regression lines representing the upper and 
lower envelopes, and the average, were drawn, intercepting the 0 and 
100 per cent abscissae. The ordinate corresponding to the 0 intercept 
was divided by the ordinate corresponding to the 100 per cent inter- 
cept to give the ratio of the value of a dollar retained to that of a 
dollar distributed. 

This ratio was found to be nearly constant for similar companies, 
tending to be higher for those with better, and lower for those with 
poorer, credit standing. It averages about 25 per cent regardless of 
the percentage of earnings paid out.'* 

An attempt was made to apply Pastoriza’s technique to the 90- 
stock sample drawn from the Studley Shupert Summary. The useful- 
ness of a regression line constructed from these ratios for this sample 


-is destroyed, however, by the great amount of unexplained variation 


13. “Valuing Utility Earnings, Distributed and Retained,” The Analyst’s Journal, 
I (July, 1945), 11-15. 


_ 14. Ibid., p. 14. Similar conclusions were reached by Graham and Dodd for various 
industries in 1947-49. See op. cit., p. 432 n. 
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of the data. Pastoriza applied his technique to a group of similar 
utility operating companies for which this variation was presumably 
less than for the sample of stocks cutting across industry lines. In 
the 90-stock sample most of the observations occur between 30 and 
70 per cent of earnings payout. Since the confidence interval of the 
line of regression curves away from the regression line as it moves 
out of the range of observations, the high sampling error makes the 
value of the latter’s 0 to 100 per cent intercepts of little practical 
use in prediction. 

Still another difficulty arises when Pastoriza’s technique is applied 
to the 90-stock sample. The regression line cuts the vertical axis at 
zero or below, giving infinity or a negative quantity as the ratio of a 
dollar retained to a dollar earned. The same phenomenon occurs in 
scatter diagrams which have been constructed for fourteen chem- 
ical companies, plotted for several different years, and for a 1950 
sample of automobile and automobile parts manufacturers. This 
appears to be a nonsense result and impugns the general appli- 
cability of this technique.” 


C. RETAINED EARNINGS AND LONG-TERM APPRECIATION 


Data on the percentage of ten-year earnings distributed are avail- 
able for the more than 450 corporations listed in the Studley Shupert 
Common Stock Summary. These data have been arranged in in- 
dustry groups in order to discover the nature of the association be- 
tween retained earnings and long-term stock price appreciation for 
leading lines of business. Adapting the techniques employed by 
Farr,’® each group has been dichotomized according to the propor- 
tion of earnings distributed. The median percentage price apprecia- 
tion, obtained by comparing the July 2, 1951, market price with the 
mean price for the preceding ten years, has been computed for each 
half. The results of these computations are given in Table 1. 

This table indicates that for the period, 1942-51, those companies 
retaining a high percentage of earnings showed greater appreciation 
in the price of their stock than those companies retaining a smaller 
proportion of earnings. It is particularly impressive to note the 
marked tendency in this direction exhibited by the sample of 384 
industrial firms. On the other hand, exceptions to this rule are found 


15. Inconclusive results using a similar technique with small samples of stocks are 
reported by O. K. Burrell, “Dividends vs. Retained Earnings as Market Force,” 
Commercial and Financial Chronicle, CLXXVI (August 21, 1952), 1, 29-30. 


16. F. W. E. Farr, “The Future Level of Industrial Stock Prices,” The Analyst’s 
Journal, V (Third Quart., 1949), 26-27. 
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in the bank, railroad equipment, and textile samples. If natural gas 
companies are omitted from the utilities sample, this classification 
becomes an exception also. 

The fact that not all groups show the same tendency is evidence 
that a high percentage of retained earnings does not cause price 
appreciation, but rather that a high proportion of earnings retained 
and stock price appreciation are both the result of a third factor, 
most probably the rate of growth in the demand for the company’s 
product. Rapid growth necessitates retaining earnings for expansion 
and also makes a firm’s future earnings prospects attractive to in- 
vestors. Those groups which run counter to this tendency have not 
enjoyed marked growth in the last decade. 

A non-parametric test of significance of the difference between 
sample medians was applied to those samples with at least ten itcms 
in each half.’’ According to this test, the difference between the 
medians of the high payout (low retention) and low payout (high 
retention) groups is significant for industrials, automobiles and auto- 
mobile parts, chemicals, foods and beverages, and machinery, but is 
not significant for utilities, building materials and home furnish- 
ings, retail stores, and oils. The samples of the remaining groups are 
not large enough to make the test. The hypothesis on the relation of 
growth to retained earnings and to stock price appreciation seems 
to be questioned by the absence of a significant difference between 
the medians for the oil industry. There is, however, little difference 
between the percentage of earnings distributed by both groups, ex- 
tensive retention of earnings being generally characteristic of the 
industry. 

While the tendency for high-earnings retention to be associated 
with greater long-term appreciation is unmistakable, the distribu- 
tions of the percentage stock price appreciation for the high payout 
and low payout divisions overlap considerably in each case. This is 
another indication that only a small part of the variation in price 
can be explained on the basis of earnings retention. 

Table 1 gives coefficients of variation, measures of relative dis- 
persion of the price appreciation distributions, for each payout di- 
vision. In fourteen out of eighteen industry groups there is wider 
dispersion in stock price appreciation for the low payout division 
than for the high payout division. It would be most hazardous to 
assume, therefore, that a given stock will exhibit outstanding ap- 


17. The number of items in each sample which exceeds the combined sample median 
was fitted into a 2 x 2 contingency table, chi-square values were computed, and were 
compared with the critical value of chi-square at the 0.05 level of significance with 
1 degree of freedom, namely 3.841. See A. M. Mood, Introduction to the Theory of 
Statistics (New York: McGraw-Hill Book Co., 1950), p. 395. 
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preciation simply Decause it pays out a small proportion of earnings. 

In order to quantify the relation between earnings retention and 
stock price appreciation, Alfred Cowles, III, has compared the 
average annual amount of retained earnings, expressed as a percent- 
age of market price, with the average annual increase in stock prices, 
represented by the slope of a trend line fitted to a stock price index.’® 

This index represents approximately 97 per cent of the market 
value of all common stocks listed on the New York Stock Exchange 
between the years 1871 and 1918. It has been spliced to the Standard 
Statistics weekly index from 1918 through 1937, which represents 
about 90 per cent of the market value of the common stocks listed 
on the New York Stock Exchange. The rate of price increase was 
found by fitting a “first-degree parabola” by the method of least 
squares to the logarithms of the annual averages of the stock price 
index. The slope of this trend line reveals an average rate of increase 
in market value of 1.8 per cent per annum. The average annual 
amount of retained earnings was obtained by subtracting, for each 
year, the yield of the stocks from an index number representing the 
earnings-price ratio (i.e. earnings /price—dividends /price—retained 
earnings/price.) For the sixty-seven years between 1871 and 1937, 
the average amount of retained earnings was found to be 2.5 per 
cent of the value of the common stocks. Cowles concluded, there- 
fore, that “. . . every $2.50 of earnings retained by a corporation 
has, on the average, been associated with an increase of $1.80 in the 
value of its stock.’”” 

An effort to measure the price appreciation associated with a 
dollar’s worth of retained earnings has been made by applying the 
Cowles technique of comparing the average annual retained earnings 
with the average annual increase in the trend of stock prices for in- 
dividual companies. A calculation based on a price index of du Pont 
common from 1926 through 1950 reveals an annual trend increment 
of 4.42 per cent associated with average annual retained earnings 
of 0.61 per cent of market price. In this case, a dollar of retained 
earnings is associated with an average annual price increase of $7.20. 
Thus, a dollar of retained earnings is associated with more than a 
dollar of average annual price appreciation for a firm with strong 
growth characteristics. A similar calculation for Allied Chemical and 
Dye finds a dollar in retained earnings associated with an annual 
average decrease of 76 cents in the price of the stock. While this firm 
is also considered a growth company, and has shown marked ap- 
preciation in price during the postwar period, it has failed to regain 


18. Op. cit., pp. 42-43. 19. Ibid., p. 42. 
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its standing of the twenties and a first-degree trend shows a down- 
ward slope. 

These examples raise the question of exactly how meaningful 
is the concept that a dollar of retained earnings is associated with a 
certain number of cents of price appreciation. Clearly, it is erroneous 
to speak of earnings retention as causing price appreciation. For pur- 
poses of security analysis, it is useless to predict the extent of price 
appreciation on the basis of earnings retention. Nor does it follow 
in every case that the stockholder who avoids personal income taxes 
through the retention of earnings will be able to benefit from these 
retained earnings through capital gains. Nonetheless, it is probably 
safe to conclude from Cowles’s computations that a dollar in re- 
tained earnings is generally reflected in less than a dollar of average 
annual price appreciation, keeping in mind the wide variations in 
this relationship from stock to stock. 


III. Case StuprEs 


Pairs of companies considered by professional security analysts 
to be materially similar in most respects, but divergent in their dis- 
tribution of earnings, have been analyzed in an attempt to isolate the 
effect of retained earnings on common stock prices.”° These pairs in- 
clude Purity Bakeries and General Bakeries, Wm. Wrigley and 
American Chicle, National Distillers and Schenley Industries, and 
Freeport Sulphur and Texas Gulf Sulphur. 

Year-by-year comparisons reveal an almost invariable tendency 
for the stock of the company paying out the larger proportion of its 
annual earnings in dividends to have the higher price-earnings ratio. 
This is in agreement with the “instantaneous” effect noted for the 
large samples. 

Comparative studies of long-run price appreciation have also been 
made for each of the pairs. From these it is evident that greater price 
appreciation is exhibited by the stock having the greater increase in 
earnings per share, but not necessarily by the stock having the 
greater increase in book value. In three out of four cases, the firm 
retaining the greater percentage of earnings showed the greater in- 
crease in book value. As can be seen in Table 2, however, in only 
two of these cases was the larger increase in book value accom- 
panied by the larger percentage increase in earnings per share. 
In those two cases, more stock price appreciation was exhibited 

20. This approach was suggested by Dr. David Durand of the National Bureau of 


Economic Research, who also provided a most valuable list of pairs of “similar” com- 
panies, 
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by the firm retaining the greater percentage of earnings. In the 
other two cases, the greater increase in book value was not accom- 
panied by the greater increase in earnings per share, and the firms 
retaining the smaller proportion of earnings showed the greater 
stock price appreciation. It is thus apparent that the stock of the 


TABLE 2 


CoMPARISON OF EARNINGS RETENTION, INCREASE IN Book VALUE, EARNINGS, 
AnD Stock Price APPRECIATION FOR SELECTED Parrs 
or “Srm1Lar” CoMPANIES, 1931-50 


Percentage of Percentage Percentage Percentage 
Earnings Increase in Increase in Stock Price 
Company Retained Book Value* Earnings* Appreciation* 
General Baking 28 127 142 103 
Purity 20 134 179 135 
American Chicle 27 170 142 136 
Wm. Wrigley ; 7 113 131 107 
Schenley 80t 203+ 212+ 180+ 
Nat’l. Distillers 58t 171+ 186+ 158+ 
Freeport Sulphur 39 150 161 143 
Texas Gulf Sulphur 15 106 177 151 


* Average 1946-50 as percentage of average 1931-50. 
+ Average 1946-50 as percentage of average 1934-50 as pre-repeal statistics considered irrelevant. 
Source: Data computed from Standard and Poor’s Listed Stock Reports and Moody’s Industrials. 


TABLE 3 


TotaL REALIZABLE BY STOCKHOLDERS FOR SELECTED Pairs 
or “Srmiar” ComMPAaNIEs, 1931-50 
Total Realizable 


Percentage of Dividends Increase in by Stockholders 

Earnings Paid Market Price as Percentage of 

Company Retained 1931-50 Avg. 1931-50 Avg. 1931 Price 
General Baking 28 $17.10 — $6.90 58 
Purity 20 34.30 — 3.00 95 
American Chicle 27 36.03 31.60 142 
Wm. Wrigley 7 74.00 16.60 131 
Schenley 80* 15.12* 22.00* 379 
Nat’l. Distillers 58* 14.62* 15.60* 359 
Freeport Sulphur 39 45.01 40.40 303 
Texas Gulf Sulphur 15 57.25 43.00 273 


* 1934-1950 used, as pre-repeal statistics considered irrelevant. 


Source: Computed from Basic Statistics and Comments on 527 American Corporations (New York: 
Armold Bernahard and Co., 1949), pp. 517, 525, 441, 445, 289, 293; Standard and Poor’s Listed 
Stock Reports. 


company failing to distribute the greater proportion of profits need 
not enjoy the greatest price appreciation. 

An effort was made to determine if the stockholder of the com- 
pany retaining the larger share of its earnings would prosper better 
over a twenty-year period in terms of appreciation plus dividend 
income than the stockholder in the company distributing the larger 
share of its earnings. As can be seen from Table 3 in three out of 
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four cases, the total realizable by stockholders in the low payout 
corporation was greater as a percentage of average 1931 purchase 
price. This advantage is reinforced by the tax savings involved in 
the smaller dividend distribution. Obviously, no affirmative conclu- 
sions should be drawn on the basis of only four pairs of companies, 
but these computations do illustrate the unwisdom of sweeping gen- 
eralizations concerning the effect of dividend distribution on stock- 
holder welfare. 

A rather exhaustive analysis of the similarities and differences 
between each of the paired companies indicates that while each 
shows many attributes in common with its counterpart, there are 
in each case sufficient differences to make it impossible completely 
to isolate the effect of retained earnings. These differences are un- 
doubtedly responsible for the lack of correspondence between the 
degree of increase in book value and in earning power in two of the 
four cases, and also, for the fact that increased earning power was 
a concomitant of decreased book value in the other two cases. 

The 1946-50 performance of Purity Bakeries may have been su- 
perior to that of the General Baking Company because cakes and 
sweet goods, the sales of which are more cyclically sensitive, make 
up a larger proportion of Purity’s sales than of General’s. The differ- 
ence in the proportion of earnings distributed may have had little 
influence on the relative performance, particularly as this difference 
was small. American Chicle outperformed Wrigley, a company re- 
taining a smaller proportion of earnings. This may have been due 
largely to the gains in the sales of American Chicle’s products at 
the expense of Wrigley’s because of more aggressive merchandising, 
rather than because of the increased plant facilities financed by the 
retention of profits. The role of earnings retention in effecting greater 
price appreciation for Schenley than for National Distillers is 
clearer. Schenley utilized these earnings to acquire independent dis- 
tillers with stocks of aged whiskey, and therefore outsold Nationa! 
Distillers at a time when whiskey was in strong demand but short 
supply. The absolute level of the earnings of Texas Gulf Sulphur 
has been so high as to enable this company to acquire sulphur de- 
posits necessary to meet increasing demand for its product, and, at 
the same time, to distribute an outstandingly large share of its 
profits. Its stock has appreciated to a greater extent than that of 
Freeport Sulphur, a much smaller company, whose undistributed 
profits have greatly improved its book value and liquidity, but whose 
earning power has not risen as substantially as Texas Gulf’s. 
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IV. CoNcLUSIONS 


This study has demonstrated empirically that the assumptions of 
the students of investment analysis and of public finance are not 
inconsistent. It may be concluded that: 

1. As of a given time, there is a tendency for stock prices to vary 
directly with the proportion of earnings distributed. 

2. Over a period of years, the stocks of those corporations retain- 
ing the greater proportion of earnings tend to exhibit the greater 
price appreciation. 

The first proposition states that, given two stocks similar in all 
respects but dividend payout, a higher price will be paid for the 
stock of the company distributing a greater proportion of its earn- 
ings in dividends. The emphasis of this proposition is on the im- 
mediate reward to the investor for the use of his funds. 

The second proposition states that those firms which are growing 
rapidly generally retain a substantial part of their profits to finance 
their expansion. Therefore, a higher proportion of earnings retained 
is associated with greater price appreciation. The crucial factor is 
the profitable utilization of investors’ funds. The studies of the in- 
dividual companies demonstrate that the mere fact of low dividend 
payout does not guarantee outstanding price appreciation. Increases 
in earning power must accompany the increases in book value arising 
from undistributed profits if price appreciation is to be enjoyed. 








SOME BASIC ASPECTS OF THE GERMAN 
DEBT SETTLEMENT 


H. J. DERNBURG* 
Federal Reserve Bank of New York 


By THE END of this year, after about twenty years of default, 
Germany is expected to make her first payments under a plan set- 
tling her whole prewar and postwar indebtedness. The settlement 
plan, based on recommendations of the Conference on German Ex- 
ternal Debts (London, February—August, 1952),’ may prove, if 
everything goes well, to be an important landmark on the road 
toward restoring confidence in international lending. In keeping 
with its policy of rehabilitating and strengthening the new Federal 
Republic of Germany and with a view to integrating it economically 
with the Western world, the United States has taken a strong in- 
terest in the preparation and conclusion of the debt settlement, 
and has made magnanimous concessions on vital issues that have 
made the settlement possible. 

The London recommendations” have been incorporated into an 
Intergovernmental Agreement signed on February 27, 1953,’ by 
the Federal Republic of Germany and eighteen creditor govern- 
ments, including the three Western occupying powers, with other 


* This paper is the individual work of the author and does not purport to reflect 
the views of the Federal Reserve Bank of New York with which he is associated as 
economist. The author is indebted for valuable suggestions to Messrs. Lewis N. Dem- 
bitz and Gordon B. Grimwood, Board of Governors of the Federal Reserve System, 
Washington, D.C. 


1. The conference, called by the Tripartite Commission on German Debts, consisting 
of representatives of the governments of the United States, the United Kingdom, and 
France, convened on February 28 and adjourned on August 8, 1952. In addition to 
Germany as the debtor nation, it was attended by thirty-one creditor nations. It was 
brought to a successful conclusion with the adoption of a conference report proposing 
a plan for the settlement of the various categories of debts. The latter had been classi- 
fied into four groups (and the committee work of the conference was organized along 
the same lines): (a) Reich debts and other debts of public authorities; (b) other 
medium- and long-term debts, covering chiefly corporate bonds not guaranteed by any 
government agency; (c) standstill credits, i., claims chiefly against German banks, 
payment of which was deferred under agreements entered into under the auspices of 
the German central bank; and (d) commercial and miscellaneous claims. 


2. Report of the Conference on German External Debts (London: Department of 
State, February—August 1952). 


3. Reprinted in Agreements with the Federal Republic of Germany of February 27 
and April 1, 1953. Senate, 3d Congress, Ist Session, released April 10, 1953. 
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creditor governments invited to accede. This agreement, which will 
give effect to the conference recommendations, has been ratified 
or approved by Germany and the three Western occupying powers 
in accordance with their constitutional requirements, and has en- 
tered into force in August this year. 

Of all the nations that borrowed in the twenties and went into 
default in the early thirties, Germany incurred by far the largest 
privately held foreign debt. Moreover, by receiving large-scale 
economic aid during the postwar period, chiefly from the United 
States government, Germany piled further billions of dollars upon 
her previous international indebtedness. Measured in purely quan- 
titative terms, the debt settlement reached in London was an im- 
pressive undertaking, dealing with prewar debts in the equivalent 
of approximately $2.5 billion (including accrued interest) and post- 
war debts in the equivalent of $3.5 billion. 

It would require almost prophetic vision to answer the question 
whether or not the debt settlement plan will be successfully con- 
summated over its lifetime of some forty years. In this connection, 
it may be recalled that the Young Plan of 1929, devised to achieve 
a “final” settlement of German reparations, fell victim to world 
depression and German nationalism a few years after its inaugura- 
tion. Hence, only time will tell whether the present debt settlement 
is of more than passing interest. Essentially, its fate will depend 
on the ability and willingness of the present and future German 
governments to give the plan continued support and on such funda- 
mental conditions as world peace or world war, world prosperity 
or world depression. On the other hand, it can be said that in the 
short run the plan will meet a most useful purpose. In the first 
place, Germany’s prewar creditors, whose hopes for a return on 
their investment have been frustrated by the German default for as 
long as two decades, will receive service again. In the second place, 
Germany, by resuming payment on her prewar debt, may contrib- 
ute to restoring her international credit. 

The present article will confine itself to a discussion of some 
basic aspects of the debt settlement, leaving the multitudinous prob- 
lems of a legal and technical nature out of consideration. 


I. CoNCESSIONS OF CREDITORS 
The Federal Republic of Germany, when assuming liability for 
the prewar external debt of the German Reich, received assurances 
from the three Western occupying powers “that in the determination 
of the manner in which and the extent to which the Federal Re- 
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public will fulfil this liability account will be taken of the general 
situation of the Federal Republic, including, in particular, the 
effects of the limitations on its territorial jurisdictiori and its capac- 
ity to pay.”* Moreover, in drafting a settlement plan (covering all 
public and private foreign debts), that plan should take into ac- 
count the general economic position of the Federal Republic, nota- 
bly the increase of its burdens and the reduction in its economic 
wealth. The general effect of this plan should neither dislocate the 
German economy through undesirable effects on its internal finan- 
cial situation nor unduly drain its existing or potential foreign ex- 
change resources. 

On the basis of the foregoing qualifications, a not too sanguine 
observer would have anticipated a considerable scaling down of 
Germany’s prewar debt for reasons of territorial changes, decrease 
in wealth and special burdens (particularly of a social nature) on 
the Federal Republic. In this connection, the Germans, at the Lon- 
don conference, submitted figures with a view to justifying a scal- 
ing down of the Reich’s prewar indebtedness by between 40 and 
50 per cent.° Their figures on the “loss” in area (as a result of 
Russian occupation and Polish annexation) would have warranted, 
in their views, a scaling down of the Reich’s prewar debt by 47 per 
cent. Another set of data on the loss of economic capacity (which 
would have seemed to be a more logical standard) would have justi- 
fied, in the opinion of the German Delegation, a reduction by only 
40 per cent. However, additional data on special burdens and fur- 
ther reductions in resources, due to war and postwar developments, 
would have justified, in their views, a reduction by about 50 per 
cent. 

However, following the precedent of other debt settlements and 
with a view to restoring the credit of the Republic, no scaling down 
of the principal of prewar debts of the former German Reich has 
taken place. Territorial changes were only taken into account in 
two instances of relatively minor importance. In the case of the 
Dawes and Young Loans,® seven years of accrued interest (end 
of 1944 through end of 1951) has been deferred until after unifica- 
tion of Germany; and in the case of bonds issued by the no longer 


4. See the above-mentioned Report of the Conference on German External Debts, 
Appendix I. 


5. See Die Deutsche Delegation fiir Auslandsschulden, Memorandum on the German 
Capacity To Pay in Deutsche Marks (Bonn, November 20, 1951). 


6. German Reich 7 per cent External Loan 1924 (Dawes Loan) ; and German Gov- 
ernment International 54 per cent Loan 1930 (Young Loan). 
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existing State of Prussia, whose external liabilities have been as- 
sumed by the Federal Republic, interest arrears of some sixteen 
years (end of 1936 through March 1953) shall receive no pay- 
ment “until such time as territories formerly belonging to the State 
of Prussia and now outside the territory of the Federal Republic 
shall be joined to the Federal Republic, at which time payment 
shall be subject to negotiation.” Considering that the unification 
of Germany and, even more so, the recovery from Poland and 
the Soviet Union of former Prussian territories appear to be un- 
likely, the postponement of payments on the aforementioned in- 
terest arrears may, for all practical purposes, amount to a can- 
cellation. 

While there has been no reduction in the principal amount of 
the Reich’s prewar foreign debt, nor for that matter in any other 
type of prewar debt, the creditor countries have made numerous 
concessions both in regard to Germany’s prewar and postwar debts, 
which may well amount to a reduction of 40 to 50 per cent, if the 
country’s total foreign debt burden is considered. In fact, the Ger- 
mans, in negotiating the agreement, did not seem to have insisted 
too strongly on a reduction of the face value of their debt. Taking 
a realistic point of view, they were primarily interested in reducing 
the annual burden of the prewar and postwar debt on their economy. 

The principal concessions made by the creditors are the fol- 
lowing: 

1. By far the most magnanimous concession made to Germany was 
that in regard to its postwar indebtedness, which was reduced from 
about $3.8 billion to about $1.5 billion. The major sacrifice was 
made by the United States, whose claim of $3.2 billion was written 
down to $1.2 billion, or by 62.5 per cent,’ to bear interest at once 
at 24 per cent and to be paid off, after a five-year respite, in thirty 
annual instalments. Lesser concessions were made by the United 
Kingdom and France. The claim of the United Kingdom of £201 
million ($562.8 million) was written down to £150 million ($420 
million), to be paid in pounds in twenty equal yearly annuities 
without interest; the modest French claim of $15.7 million was 
written down to $11.8 million, to be paid in French francs over 
twenty years without interest. 


7. The major consideration on the part of the United States government in agreeing 
to a reduction of Germany’s postwar debt by more than 60 per cent, was the desire 
to treat the Federal Republic on a basis comparable to the treatment accorded other 
Marshall Plan countries in respect of postwar aid. The over-all ratio of grants to loans 
for all other Marshall Plan countries, including the British and the French loans, has 
been calculated to be 64 per cent grants and 36 per cent loans. 
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2. The largest single concession in regard to prewar claims was 
the replacement of the gold clause by a “dollar clause” in debts 
of the Reich and in all other public and private debt contracts with 
gold clauses. As will be seen below, dollar (and Swiss franc) claims 
with gold clauses have not been revalued at all, and gold clauses 
in debt contracts expressed in other creditor currencies have been 
replaced by dollar clauses. As a result, all such claims—with the 
exception of Swiss franc claims—have been reduced by about 40 
per cent (the approximate rate of the depreciation of the dollar) 
from the amounts which Germany would have had to pay if the 
gold clause had been fully honored.* The treatment of gold clauses 
in debt contracts caused considerable divergence among creditor 
groups at the London conference and is discussed in detail in the 
following section. 

3. Interest arrears were reduced both for debts of the Reich and 
those of other public and private debtors. Interest arrears on the 
Dawes and Young Loans were calculated at rates lower than the 
original rates (at 5 and 4} per cent rather than at 7 and 5} per 
cent, respectively); furthermore, as already stated, seven years 
of accrued interest on these loans have been deferred. On virtually 
all other public and private debts one-third of the accrued interest 
has been waived. 

4. The rate of interest on most government and corporate issues 
has been reduced. In the case of the Dawes Loan, it was reduced 
from 7 per cent to 53 per cent on the American issue and to 5 
per cent on the other issues; the reduction was less in the case of 
the Young Loan, where it was lowered from 5} per cent to 5 per 
cent on the American issue and to 44§ per cent on the other issues. 
On virtually all other public and private debts the interest rate 
was reduced by one-fourth of the original contractual rates. 

5. Maturities were extended and amortizations postponed. The 
Dawes Loan of 1924, which contractually would have matured in 
1949, was extended to 1969, and the Young Loan of 1930, which 
was scheduled to mature in 1965, was extended to 1980. Other 
issues were extended by 10 to 25 years from January 1, 1953. 
Highly important from the viewpoint of the annual debt burden, 
amortizations were postponed, generally speaking, until 1958. 

8. It has been offically estimated that the total prewar claims against Germany of 
about $2.5 billion have been reduced to about $1,640 million. The over-all reduction by 
about $860 million is due primarily to the adoption of a dollar clause in lieu of the 


gold clause; and, to a lesser extent, both to a reduction in the rates at which accrued 
interest has been computed and to the deferral of a part of such interest. 
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II. THE PRoBLEM OF THE GOLD CLAUSE 


Since the bulk of the debts under review in London had been 
incurred by Germany in a period which followed several years of 
extreme inflation of the mark, it was inevitable that debt contracts 
were carefully drafted with a view to protecting the creditor against 
losses due to a recurrence of the depreciation of that currency. 
Consequently, these debts were stated in terms of foreign curren- 
cies, such as dollars or sterling or, to the extent they were ex- 
pressed in marks, in gold marks or in reichsmarks with gold clauses. 

With a view to protecting the creditor against a depreciation of 
his own currency, many debt contracts, especially those of dollar 
bond issues, included gold clauses. In view of the fact that the Civil 
War had witnessed a considerable decline in the purchasing power 
of the dollar, it became customary thereafter in the United States 
to include a gold clause both in national and international debt 
contracts; consequently, virtually all the issues of German bonds 
in the United States market, under review in London, included such 
a clause. For example, in the case of the Young Loan, which had 
tranches in nine different currencies, the dollar tranche included 
the customary gold clause requiring payment in gold coin of the 
United States of America of the standard of weight and fineness 
at the time the loan was issued. With the same end in mind, namely 
that of protecting the creditor against depreciation of his own cur- 
rency, the other tranches required payment in the currency of issue 
(e.g., sterling) of the equivalent of that quantity of gold which was 
represented by the currency of issue at the time the loan was floated. 

In 1933, as is well known, the United States Congress abrogated 
the gold clause, making it illegal for creditors to require payment 
in gold dollars and prohibiting the inclusion of gold clauses in new 
debt contracts. Pursuant to abrogation of the gold clause, the Su- 
preme Court, in its decisions of February 18, 1935, upheld the 
power of Congress to annul gold clauses in obligations incurred by 
private, state, and municipal debtors in the United States. No final 
court decision exists, however, in regard to the obligations of foreign 
debtors vis-a-vis domestic creditors under contracts involving gold 
clauses. As a result, legal opinion could differ as to whether the 
courts of the United States would give effect to a gold clause in an 
international contract calling for payment of dollars in the United 
States.® 


9. Conference on German External Debts, Memorandum Prepared by the Tripartite 
Commission on German Debts (December, 1951), p. 56. 
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Actually, United States holders of foreign dollar bonds with gold 
clauses, in negotiating debt settlements, have not insisted upon the 
honoring of such clauses by defaulting nations; this country would 
be in a very awkward position indeed if it were to require foreign 
debtors to honor a clause which has no legal force vis-a-vis domestic 
debtors. A review of international debt settlements agreed upon in 
the last decade indicates that the United States policy of ignoring 
gold clauses in concluding debt settlements has been followed by 
Britain and other creditor nations.’® 

In view of the attitude of the United States in regard to gold 
clauses, neither its representative on the Tripartite Commission nor 
the Foreign Bondholders Protective Council, which represented the 
interests of United States creditors owning bonds issued or guar- 
anteed by public German debtors, ever insisted during the London 
negotiations upon the enforcement of the gold clause included in 
dollar claims. No problems arose, therefore, in regard to the many 
dollar bond issues where United States investors represented the 
only creditor group or where, as in the case of the Dawes Loan, the 
United States tranche included a gold clause, while the other 
tranches did not. Difficulties, however, were bound to arise par- 
ticularly in negotiating a settlement of the Young Loan; all of its 
tranches (dollar, sterling, Swiss franc, French franc, Belgian franc, 
Italian lira, Dutch guilder, Swedish kronor, and reichsmark) in- 
cluded a gold clause. The central problem stemmed from the fact 
that the United States had abrogated the gold clause, while other 
countries had not, and that a solution had to be sought which would 
treat all creditor nations pari passu, without discriminating against 
any of them. 

In the London negotiations, the Foreign Bondholders Protective 
Council first took the position that gold clauses, including those 
in the Young Loan, should be ignored entirely. This position aroused 
considerable opposition on the part of the European participants, 
who argued that an across-the-board elimination of the gold clause 
would impose sacrifices of different, and in some cases of extreme, 
magnitude on the European creditor nations, the currencies of 
which, with the exception of the Swiss franc, had depreciated at a 
higher rate than the United States dollar (see Table 1). For ex- 


10. A token recognition of the gold clause occurred, however, in the case of the 
settlement of the French tranches of the Brazilian debt. Here, gold franc bonds were 
redeemed at five times their par value. However, to honor the clause in full, a pay- 
ment of about twenty times par would have been necessary. 
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ample, since the dollar had depreciated against gold by 40.9 per cent, 
but the Italian lira, to mention the most extreme case, by 98.2 per 
cent, an across-the-board abolition of the gold clause would result 
in the United States creditor foregoing a revaluation of his claims 
by about 70 per cent, and the Italian creditor foregoing a revalua- 
tion by more than 5,000 per cer‘ 

The European creditors therefore pressed for a compromise, and 
suggested substitution of a dollar clause for the gold clause in the 


TABLE 1 


Younc Loan: PercentTaGE DEPRECIATION OF CURRENCIES INVOLVED, AND 
PossIBLeE RATES OF REVALUATION OF CLAIMS* 


PERCENTAGE Deprecia- Rate or PossiBLe Re- 


TION AuGcusT 1952 As VALUATION PER CuR- 
AGAINST 1930 RENCY Unit oF CLAIMS 
If Gold If Dollar 
Against Against Clause Clause 
Currency UNIT Gold U.S. Dollar Is Applied Is Applied 
USS. dollar ___ 40.9 : 1.7 1.0 
Pound sterling 66.0 42.5 2.9 1.7 
Swiss franc : : 28.6 +20.8 1.4 8 
Pea fae ___._._._._._987 92.7 23.2 13.7 
Belgian franc 57.6 28.2 2.4 1.4 
Italian lira 98.2 97.0 55.7 33.0 
Dutch guilder 61.3 34.5 2.6 1.5 
Swedish kroner 57.4 27.9 2.3 14 
German reichsmark 41.0 BS 1.7 1.0 
* All figures are rounded and therefore approximations 
Original Sources: For 1930 gold parities, United States Department of Com- 
merce, Handbook of Foreign Currency and Exchange (Washington, D.C., 
1930); for August, 1952, parities established with International Monetary 


Fund or exchange rates published in /nternational Financial Statistics (Inter- 
national Monetary Fund, September/October, 1952). 


Young Loan and in other debt contracts with gold clauses. Gen- 
erally speaking, this plan would benefit all European creditor na- 
tions with the exception of Switzerland because their currencies de- 
preciated by higher percentages than the dollar, that is, by more 
than 40 per cent. By the same token, their claims would be revalued 
by about 40 per cent less than would be the case if the gold clause 
were fully honored. In the latter case, sterling claims, for example, 
would be revalued at the rate of 2.9 to 1, but on the basis of a dollar 
clause they would be revalued at the rate of 1.7 to 1. Dollar claims, 
however, if recomputed on a gold basis, would be revalued at the 
rate of 1.7 to 1; obviously, no revaluation whatsoever would take 
place if the dollar clause were “applied” to dollar claims. 

After long and difficult negotiations, the dollar clause was finally 
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agreed upon for debt contracts with gold clauses.’ The dollar 
clause, it appears, had much to commend it. In the first place, by 
revaluing only claims of countries that devalued by more than 40 
per cent, the proposal was tantamount to not applying the gold 
clause to dollar claims; in view of the special attitude of the United 
States toward the gold clause, this must be considered a desirable 
feature. In the second place, the proposal involves limited recogni- 
tion of the gold clause for claims of countries other than the United 
States which have not abrogated the gold clause domestically, and 
the currencies of which have depreciated in most cases at rates much 
higher than the dollar. The different rates at which these currencies 
depreciated, obviously, reflect to a considerable extent the striking 
differences in the relative rise in price levels, which are indicated 


11. More specifically, the conference agreed in regard to gold clauses on the follow- 
ing principles: 

a) Gold clauses in debt contracts expressed, respectively, in dollars and Swiss francs 
shall be disregarded; new debt contracts shall be honored in dollars or Swiss francs, 
irrespective of the gold value of these currencies at the time the payments fall due. 

b) Generally speaking, gold clauses in debt contracts expressed in currencies other 
than dollars and Swiss francs shall be replaced by a dollar clause. Such debts shall be 
paid in the currency of issue (for instance, sterling), and the amount to be paid shall 
be equivalent to that amount of dollars to which the debt was equivalent when it was 
incurred; the latter amount of dollars ($4.866 in the case of sterling) shall then be 
converted into currency of issue (sterling) at the rate of exchange prevailing when the 
amount is due for payment. The amount of currency of issue so arrived at shall, how- 
ever, not be less than if it were computed at the rate of exchange current on August 1, 
1952 ($2.80, in the case of sterling). 

A holder of a sterling claim with a gold clause would, therefore, at no time be paid 
less than £1.74 ( £4.866/2.80) per pound originally loaned; and an appreciation of 
sterling against the dollar would not affect his claim. His claim, on the other hand, 
would rise in case of a further depreciation of sterling against the dollar. It should be 
noted, however, that if both sterling and the dollar were to depreciate at the same rate, 
no upward revaluation of the sterling claim would take place, as would have occurred 
if the gold clause had been preserved. 

c) Slightly different provisions were agreed upon for the Young Loan of 1930. The 
gold clause was replaced by a dollar clause, with a proviso that, under special condi- 
tions, the dollar as a standard of value be replaced by any other of the Young Loan 
currencies. Under the provisions agreed upon, the dollar equivalent of the currency oi 
issue of the various Young Loan tranches at the time the loan was floated ($4.866 in 
the case of sterling) would be converted into currency of issue at the rate of exchange 
current on August 1, 1952 ($2.80 in the case of sterling). 

However, if after the foregoing date the rates of exchange of the several currencies 
of issue should alter by 5 per cent or more in relation to each other (e.g., in relation to 
the dollar or the Swiss franc), the amounts due in the currency of issue shall be calcu- 
lated on the basis of that currency of:issue which has depreciated least in relation to 
the rate of exchange current on August 1, 1952. If, for example, after that date sterling 
should appreciate against the dollar, because of a depreciation of the latter currency, 
but remain stable in relation to the Swiss franc, the interest and amortization pay- 
ments payable in sterling would not be adjusted on the basis of the sterling-dollar 
parity in 1930 but on the basis of the sterling-Swiss franc parity in 1930 ( £1 = Swiss 
francs 25.222), the Swiss francs to be converted into sterling at the sterling rate for 
Swiss francs when the payments in question fall due. Therefore, in contrast to the cur- 
rency clause described under (b), the currency clause adopted for the Young Loan 
attempts to provide additional protection against a possible depreciation of the dollar 
after August 1, 1952. 
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in Table 2. In the third place, the limited recognition of the gold 
clause by way of a dollar clause seemed to strike a happy compro- 
mise by not unduly increasing the debt burden on Germany. 

The fact that the dollar clause revalues the claims of such coun- 
tries as the United Kingdom and the Netherlands while not re- 
valuing dollar claims aroused at the conference considerable oppo- 
sition against the dollar-clause scheme on the part of the Foreign 
Bondholders Protective Council; the Council considered the scheme 
“unjust and discriminatory against American bondholders in favor 
of European creditors,”’* and its representatives, on June 18, 1952, 
withdrew from the discussions at London on the Reich’s prewar 
bonded indebtedness.’* However, the Council, on July 21, resumed 
participation in the discussions on the Reich debt, and accepted 


TABLE 2 


Younc Loan: GENERAL WHOLESALE Price InpEx AND Cost oF Livinc INDEX, 
June 1952, 1n CountTRIES PARTICIPATING IN THE LOAN 


(1929 = 100) 
General Whole- Cost of 
sale Price Index Living Index 
United States 181 155 
United Kingdom 324 * 
Switzerland 166 146 
France 2,860 2,740 
Belgium 320 339 
Italy 4,700 5,750 
The Netherlands 278 * 
Sweden 268 196 
Germany 173 139 
* Comparable base not available. 
Source: Official index numbers as reproduced in publications 


of the United Nations. 


adoption of the dollar clause having received assurances that, as 
compared with the respective European tranches, the dollar tranches 
of the Young Loan would receive better treatment in regard to 
interest; and that the dollar tranches of the Dawes Loan would 
receive better treatment in regard to both interest and amortization.”* 
The Council felt that such advantages would make the settlement 
attractive to United States bondholders.” 


12. See, for example, The Times (London, June 24, 1952). 

13. However, the Council continued to participate in discussions regarding dollar 
bonds issued or guaranteed by states and cities in Western Germany. 

14. See p. 302 for the interest payments on the Dawes and Young Loans. 

15. The special treatment of the American tranches has been variously interpreted 
as a compensation for concessions made by United States creditors in regard to the 
gold clause or as compensation for the fact that from 1934 to 1939 the European 
creditors of the Dawes and Young Loans were accorded better treatment than the 
American creditors. 
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III. THe TRANSFER PROBLEM 


The agreement on the annual amount to be paid by Germany by 
way of interest and amortization charges was, as was to be expected, 
more the outgrowth of bargaining and diplomacy than of scientific 
balance-of-payments analysis. On May 23, 1952, or about eleven 
weeks after the opening of the conference, the German delegation 
made an offer to the conference to the effect that the maximum 
amount that Germany could transfer under present conditions could 
not exceed $119 million (DM 500 million), which amount might 
be increased to $143 million (DM 600 million) upon improvement 
of Germany’s balance-of-payments situation. Of the $119 million, 
about $74 million would be allocated to servicing postwar claims, 
about $40 million to servicing prewar claims, and the remainder to 
payments under special agreements with Denmark and Switzer- 
land.*® 

This proposal was flatly rejected by the creditors a week later, 
but early in August a compromise satisfactory to the prewar credi- 
tors was struck. The total amount to be paid by Germany annually 
in the first five years (1953 through 1957) was raised only slightly 
(by about $18 million) to $132.3 million. But agreement by the 
United States that the beginning of the amortization of its postwar 
claims be postponed by five years had the effect that a substantially 
higher amount of the total could be made available for payments 
on prewar claims. 

Of the $132.3 million to be paid annually over the first five years, 
$80.7 million will be paid on Germany’s prewar debt (rather than 
$40 million as originally offered) and $51.6 million on her postwar 
debt. 

However, in order to determine the total burden on Germany’s 
balance of payments during the first five years and thereafter, one 
should take into account that, simultaneously with the London debt 
settlement, Germany concluded agreements with Israel and Switzer- 
land, respectively, regarding certain claims not settled in London. 
Payments under these agreements would raise the annual burden 
for the first five years by roughly $78 million (approximately $67 
million for Israel and $11 million for Switzerland)** to $210.3 mil- 

16. Der Industriekurier (Diisseldorf, May 25, 1952). 


17. Under the agreement with Israel of September 10, 1952, the “normal” annuity 
to be paid by Germany is D-marks 310 million (= $73.8 million), with the proviso 
that the amount may be lowered under certain conditions but shall in no circumstances 
fall below D-marks 250 million (= $59.5 million). For the more complex agreement 
concluded with Switzerland on August 26, 1952, see Neue Ziircher Zeitung (April 13, 
1953). 
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lion annually. Of this amount, $56.2 million, or 27 per cent, would 
be in dollars, while the bulk of the remainder would be in European 
currencies. 

Under the agreed-upon schedules, payments after 1957 will 
have to be stepped up materially. Not only will Germany have to 
begin amortizing her postwar debt to the United States government, 
but also will have to start amortizing her prewar indebtedness. After 
1957, the total annual burden may be expected to rise to $247.2 
million. This amount includes $96.3 million for prewar debt, $78.9 
million for postwar debt, and approximately $67 million for Israel 
and $5 million for Switzerland. Of the total of $247.2 million, an 
amount of $90.2 million, or about 36 per cent, would be payable 
in dollars and the remainder principally in European currencies. 

Generally speaking, the terms of the debt settlement were favor- 
ably received in the European creditor countries; some press reac- 
tions seemed to indicate that the conditions were much better than 
had been anticipated. The “unexpectedly gratifying achievement” 
was attributed by some commentators to the strong desire on the 
part of Germany to restore her credit; to this end, the Germans 
were believed to have offered a settlement “as generous as circum- 
stances would allow.’’® 

The central question is, of course, whether or not Germany will 
be able to live up to the expectations which the debt settlement has 
aroused. There is no need, however, for examining the question 
whether German debtors will be able to raise the promised sums in 
domestic currency. This problem has not been in the past and is 
not at present a serious one. In fact, Germany continued to service 
her foreign debts in local currency for many years after she had 
discontinued conversion of these funds into foreign exchange. More- 
over, Germany’s economy is at present in a prosperous state, and 
the currency reform of 1948 greatly reduced the internal debt bur- 
den on both public and private debtors, thus considerably lessening 
the impact of the remaining foreign debt. 

A very serious problem, however, is the transfer problem, namely 
the question whether, over a considerable period of time (some 
loans have been extended to the early nineties), Germany will be 
able year by year to create current account surpluses in her balance 
of payments out of which the agreed-upon interest and amortization 
payments can be made in foreign currencies. Unfortunately, long- 
term balance-of-payments forecasts cannot be made with any degree 


18. See, for example. “Is Germany Really Going To Pay?” The Statist (London, 
August 23, 1952). 
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of certainty. One must be satisfied, therefore, with some observations 
on recent developments in Germany’s balance of payments with a 
view to drawing conclusions on potential balance-of-payments sur- 
pluses in the not too distant future. 

Germany’s balance-of-payments problem is primarily a dollar 
problem. While prewar Germany has usually had a current account 
surplus with western and northern Europe, she showed almost in- 
variably a considerable deficit with North America; Germany was 
able to balance this deficit either by the influx of capital from the 
United States or by convertible surpluses arising from her trade 
with other countries, especially those in Europe.*® This prewar 
balance-of-payments pattern, it will be seen, has re-emerged in 
recent years (see Table 3). In the postwar years, Germany has 
again run large balance-of-payments deficits with the dollar area 
(chiefly United States and Canada) but, since 1951, she has shown 
a considerable surplus with European nations (European Payments 
Union area). 

Germany’s merchandise export earnings with the dollar area in 
1952 were still $438 million short of covering imports from the area. 
Efforts are being made on the part of Germany to narrow its dollar 
trade deficit by expanding exports to the dollar area; increasing the 
production of goods now imported from the dollar area, such as coal; 
and by shifting certain purchases abroad, such as those of food- 
stuffs, from the dollar area to other areas. But, the possibilities on 
either side of the trade balance are limited, and, according to an 
official German statement late last year, an annual trade deficit with 
the dollar area of between $200 and $300 million might have to 
be accepted as a permanent characteristic of Germany’s foreign 
trade.”° 

In the face of declining direct United States aid, Germany hopes 
to bridge the gap on trade account with the dollar area hinge in the 
first place on offshore defense orders for equipping the forces of the 
United States and other NATO countries (or possibly of Germany 
herself after such forces have come into being). So far very few 
such contracts appear to have been placed with German firms, 
but the German government reportedly is pressing ior large orders. 
An increasingly important source of dollar receipts might be, more- 
over, United States expenditures for the construction and main- 
tenance of military installations in Germany, and the expenditures 


19. See Die Deutsche Delegation fiir Auslandsschulden, Memorandum on the German 
Capacity To Transfer (Bonn, November 10, 1951). 


20. See Journal of Commerce (December 10, 1952). 
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of United States troops stationed in Germany; the latter are re- 
ported to be running at the annual rate of $200 million. Further- 
more, Germany, by reacquiring a substantial merchant marine, 
may be able to save a considerable amount of dollars on trans- 
portation account (dollar expenditures for transportation in 1951 
were $173 million). Finally, Germany may possibly receive loans 


TABLE 3 


BALANCE OF PAYMENTS OF WESTERN GERMANY (INCLUDING BERLIN) 
WITH THE DOLLAR AND EPU Areas 1949-51 
(IN MILLIONS OF DOLLARS) 


Doiiar AREA EPU AREA 
1949 1950 1951 1949 1950 1951 
Merchandise: 
Exports 95.6 228.7 3803 967.1 1,502.8 2,543.5 
Imports (f.0.b.) 956.7 511.0 6389 984.3 1,843.9 2,033.1 
Trade Balance __ —861.1 —282.3 —2586 — 17.2 — 3411 + 5104 
Services: 
Transportation —1106 — 528 —1733 — 131 — 344 — 52.1 
U.S. Forces +429 + 500 + 873 + 1.0 3 + a 
Other services + 31 +122 + 18 — 2.7 — 298 — 53.0 
Balance on goods 
and services —925.7 —2729 —342.88 — 32.0 — 405.0 + 405.5 
Private donations + 34 + 70 + 113 
Amortization of 
clearing debts + 79 + 8.6 37.2 
Errors and omissions — 25.7 — 68 + 216 — 474 — 96 + 28.46 
Surplus or deficit —948.0 —272.7 —309.9 — 71.5 — 406.0 396.2 
Economic aid received +9233 +4793 414427.7 + 325 + 1.1 
Drawing rights 
(received +, 
extended —) : —1016 + 104 
Gold and foreign 
exchange movements 
(payments +, 
receipts —) 
a) Gold and dollars + 24.7 —2066 —1178 + 64 + 149.7 — 140.2 
b) Other foreign 
exchange +134.2 + 2448 — 256.0 


Source: “The Balance of Payments of Western Germany in 1951,”’ in Monthly Reports of the Bank 
Deutscher Linder, August 1952, p. 48 


from the International Bank and additional loans from the Ex- 
port-Import Bank;*" she also hopes to attract some new private in- 
vestment from such countries as Switzerland and the United States. 
If all or most of these expectations should materialize, Germany, 
even if United States direct, economic aid should cease, might be 
able to bridge its present dollar gap and, given especially favorable 


21. In 1951-52 Germany has already received fifteen-month Export-Import Bank 
loans aggregating $60 million for the importation of cotton and tobacco. In August, 
1952, the country became a member of the two Bretton Woods institutions. 








312 The Journal of Finance 


circumstances, to produce dollar surpluses available for debt service. 

While the prospects on the part of Germany to achieve a surplus 
with the dollar area appear to rest largely on United States policy 
decisions regarding such matters as offshore purchases and ex- 
penditures for troops stationed in Germany, the country’s balance- 
of-payments outlook via-a-vis the EPU area is based on expecta- 
tions of a more economic nature. Since 1951, Germany has been 
running large surpluses with that area on trade account. But, while 
such surpluses are likely to persist, they will probably level off at 
a moderate amount. Germany is producing high-quality industrial 
goods, for which, barring a recession, continued demand may be 
anticipated for the future in European markets. Moreover, her rela- 
tively low wage costs in manufacturing place her in a favorable 
competitive position at least for the present time. On the other 
hand, European nations must be expected to take defensive action 
by trade restrictions or otherwise, should they lose dollars persist- 
ently to Germany. Most important, Germany, after she has started 
rearming, will have to reallocate part of her resources to arms pro- 
duction at the expense of her export potential; as a result of re- 
arming, moreover, her economy may not escape inflationary pres- 
sures which may wipe out some of her present cost advantages and 
make her products less competitive. 

Under the present mechanism of settlement, all German surpluses 
with the EPU area result, at least in part, in the receipt by Germany 
of gold or dollars. Hence, any future trade surpluses with that area, 
assuming that EPU will be maintained in its present form, would 
help Germany to meet her obligations under the debt settlement not 
only vis-a-vis her European creditors but also vis-a-vis her United 
States creditors. In the final analysis, Germany’s ability to pay both 
her European and her United States creditors hinges, therefore, 
both on the maintenance of a surplus on trade account with Euro- 
pean nations and the successful bridging of the large gap on trade 
account with the dollar area. Her hope of closing this gap, in turn, 
rests, as has been seen, largely on United States policy decisions. 
Since offshore purchases, for example, may be expected to decline 
when defense expenditures in the United States level off, hope of 
closing the gap may not be based on a very stable foundation. As 
long as the “cold war” lasts, however, Germany, in view of her 
strategic position, may be expected to benefit in one way or another 
from United States policies in Europe. Such policies, in turn, are 
likely to favor successful implementation of the debt settlement 
at least in the short run. 
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IV. THE PROBLEM OF FLEXIBLE ARRANGEMENTS 


The London debt settlement established rigid payment schedules 
for every category of debt over extended periods, the last payments 
falling due in the last decade of this century (1994). Of course, one 
cannot foresee whether over such long periods Germany will always 
be able to make transfers in accord with the established payments 
schedules, since it is impossible to predict the political and economic 
developments, and possibly upheavals, that may occur during the 
next thirty or forty years. 

Rather than establishing rigid payment schedules, the conference 
in London could have decided in favor of flexible payment provi- 
sions adaptable to changing political and economic conditions. Such 
provisions, if carefully drafted, seem to have the advantage that they 
operate automatically and that they obviate a default in cases where 
the debtor nation, in spite of its utmost efforts, is faced with serious 
difficulties in carrying out its obligations. Among the possible flexible 
arrangements for a debt settlement that suggest themselves, one may 
visualize a plan under which part of the established interest and 
amortization charges would be rigidly fixed, with the transfer of the 
remainder contingent on the debtor nation’s ability to transfer as 
measured by an agreed-upon criterion. 

However, tentative proposals for flexible arrangements were not 
favorably received by the representatives of bondholders, who, while 
recognizing the uncertainties of the future, insisted that a debt settle- 
ment should be definite, since investors expect fixed interest rates, 
amortization schedules, and fina! maturities. Moreover, working out 
flexible arrangements presupposes the extremely difficult task of de- 
termining, and agreeing upon, practical and non-controversial cri- 
teria for measuring the debtor nation’s ability to transfer. There is 
finally the politico-psychological consideration that flexible arrange- 
ments, while suited to avoid formal defaults, might encourage a Ger- 
man successor government less willing to meet international obliga- 
tions to create conditions that would make transfers impossible. 

While the creditor nations, in negotiating the debt settlement, re- 
sisted flexible payment provisions on the aforementioned grounds, 
Germany aimed at a clause which would make her payments condi- 
tional on her ability to achieve current account surpluses in her bal- 
ance of payments (transfer clause). The German delegation pointed 
out that debt payments can only be made out of such surpluses, if a 
more than temporary drain on Germany’s foreign exchange reserves 
is to be avoided. The delegation furthermore emphasized that the 
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problem of meeting transfer obligations can be solved only by an 
expansion of Germany’s foreign trade by way of trade liberalization. 
High tariffs and quantitative import controls on the part of creditor 
nations, in addition to inconvertibility of currencies, it was argued, 
may make it impossible for Germany to meet her obligations in for- 
eign exchange. Consequently, the German delegation, in presenting 
its first offer to the London debt conference, went so far as to making 
that offer “conditional upon other countries guaranteeing to accept a 
volume of exports large enough to yield the foreign exchange required 
for the debt service.’”** On the other hand, the creditor representa- 
tives, supported by the Tripartite Commission, felt that a debt settle- 
ment was not the appropriate place for dealing with matters of trade 
policy, and that it would be contrary to the broad objectives of the 
debt settlement if the settlement proposals were made conditional in 
any way. The German delegation, therefore, did not win its point, 
but, as a compromise, the final conference recommendations sug- 
gested that the Intergovernmental Agreement include “provisions de- 
signed to insure that the settlement plan is operated and fulfilled to 
the satisfaction of all parties concerned [underscoring mine] includ- 
ing provisions to apply in case the Federal Republic, in spite of its 
utmost efforts, is faced with difficulties in carrying out its obligations 
under the Plan.’’** 

Consequently, the Intergovernmental Agreement has made provi- 
sion for consultation. As compared with flexible and conditional pay- 
ment arrangements, consultation has the advantage of being able to 
cope with situations that could not possibly have been foreseen at the 
time the debt settlement was drafted. But, whereas the former pro- 
vide an automatic adjustment of payments if certain contingencies 
arise, consultation involves renegotiation of the agreement with a 
view to modifying or suspending it temporarily. Unfortunately, such 
renegotiation may be a slow process, and unilateral action on the 
part of the debtor nation may occur prior to reaching a new agree- 
ment. 

Consultation, it appears, is tantamount to reconvening a new debt 
conference, the Intergovernmental Agreement in article 34 providing 
that: 


Consultations will be held between the parties to the present Agreement 
principally concerned, if the Government of the Federal Republic of Germany 


22. Financial Times (London, May 27, 1952). 


23. See above-mentioned Report of the Conference on German External Debts, 
paragraph 21. 
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or the Government of any of the creditor countries holding a substantial share 
of the debts covered by this Agreement so requests. Any party to the present 
Agreement shall have the right to participate in these consultations, and if 
it participates it may invite representatives of the interested creditors or debtors 
of its country to attend. 

If the consultations are concerned with a situation in which the Federal 
Republic of Germany finds that it is faced with difficulties in carrying out its 
external obligations, attention shall be given to all relevant economic, financial 
and monetary considerations which relate to the ability to transfer of the 
Federal Republic of Germany, as influenced by both internal and external 
factors, and which relate to the continuing fulfillment by the Federal Republic 
of its obligations. . . . 


If the principal consulting parties so decide, advice shall be sought 
“from appropriate international organizations or other independent 
experts’; advice may, therefore, be sought from such organizations 
as the International Monetary Fund or from international experts 
such as have advised the United Nations from time to time. 


V. GERMANY’s FUTURE INTERNATIONAL CREDIT 


1. “Recommercialization” of credit lines —As a result of the Lon- 
don agreement, credit lines, which German banks (and some indus- 
trial and commercial concerns) have had with banks in this country 
and in western Europe, will be “recommercialized,” i.e., they will 
revolve again thus permitting Germany to finance foreign trade in a 
normal manner. The facilities will be available in the form of ac- 
ceptance credits if they can be shown to cover the genuine movement 
of merchandise; but where no such commercial justification can be 
advanced they will be prolonged as “cash credits.” 

The German Credit Agreement of 1952, which is part of the Lon- 
don recommendations and which has been incorporated in the Inter- 
governmental Agreement, is a direct successor to the “Standstill 
Agreements” that, beginning in 1931, had been concluded under the 
auspices of Germany’s central bank between committees representing 
the interests of the German debtors and the foreign creditors, re- 
spectively.2* Because of these earlier experiences, reaching agree- 
ment on the standstill debts was a relatively simple matter as com- 
pared with the negotiations regarding Germany’s long-term indebted- 
ness. With a view to expediting the recommercialization of credits, 
standstill creditors, during the negotiations, consistently favored 
separating settlement of their claims from the over-all settlement. 
The Tripartite Commission on German Debts, however, rejected this 


24. Such agreements were concluded as late as 1940 with United States creditor 
groups, and as late as 1944 with Swiss creditor groups. 
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view on the ground that the principle of equal treatment of all 
creditor groups necessitated a single agreement covering all cate- 
gories of debt. 

Like its predecessors, the new agreement provides for an extension 
of the credit lines for only one year, but renegotiation of the agree- 
ment after its expiration is anticipated. The agreement covers credits 
to the equivalent of $128.9 million, of which amount $76.7 million 
are in sterling, $30.8 million in dollars, and $21.4 million in Swiss 
francs. Interest arrears computed at the rate of 4 per cent may be 
added, if the creditor so desires, to these credit lines; otherwise, 
arrears are payable upon expiration of the present agreement. As re- 
gards current charges for commission, discount, and interest on the 
recommercialized credit lines, these should be “reasonable,” which 
means presumably, in accord with those charged to other foreign 
bank debtors in the financial centers concerned. They are payable 
in foreign exchange, which the Bank Deutscher Lander, Germany’s 
central bank, has agreed to make available. 

Inasmuch as both creditors and debtors appeared to have a mutual 
interest in maintaining credit lines, and in accord with the principles 
adopted in London for all categories of debt that no amortizations 
should take place during the first five years, the agreement does not 
provide schedules for repayments.** Repayments rights on “old” 
credits are limited to cases where additional credits are extended. 
Such new credits, which are not subject to the agreement and are to 
be repaid when they fall due, automatically give rise to an obligation 
on the part of the German debtor to repay o/d credits at the rate of 
3 per cent of such new credits for every three months such new 
credits are made available. More important, the new credit agree- 
ment provides for repayment of short-term credits or parts thereof 
in blocked marks upon request of the foreign creditor. These marks 
may be invested under the present regulations, for example, in Ger- 
man securities, real estate, and loans.”® 

2. The outlook for new foreign investment.—The successful out- 


25. The German Credit Agreement of 1952 includes tentative provisions on repay- 
ments (Clause 4), which are, however, inoperative for the stated reasons. 


26. Under prevailing regulations regarding repayment of foreign credits in blocked 
marks, notice must be given of the proposed repayment to all other foreign creditors 
of the debtor involved, giving the creditors opportunity to raise objections within 
sixty days. But efforts are being made on the part of the creditors to have these 
limitations removed because they believe such limitations to be inequitable and 
cumbersome and to defeat the purpose of liberalizing the repayment of foreign 
exchange claims in blocked D-marks. 


—_— @® —-> a“ hh OD SS a 


er ee ee ae ee. 





-~- OR = 


no = = OD 


1 


t 


? 





Some Basic Aspects of the German Debt Settlement 317 


come of the London negotiations with respect to the prewar debts, 
both long-term and short-term, has been possible because both debtor 
and creditor interests have been prompted by a genuine desire to 
reach agreement. It is clear that the German negotiators were moti- 
vated not only by a desire to meet contractual obligations to the full 
extent permitted by Germany’s present economic position but also by 
the benefits which would accrue from a restoration of her credit. 
It is expected that elimination of the default will facilitate and con- 
tribute to the development of normal commerci! relationships be- 
tween the Federal Republic of Germany and the rest of the free 
world. Moreover, with the default removed, Germany has high hopes 
not only to receive long-term loans from the Export-Import Bank 
and the International Bank but also to attract new private capital 
from abroad both for short-term trade financing and long-term in- 
vestment. The settlement of past obligations may be expected to be 
followed by the resumption of the transfer of current earnings on 
existing and possible future foreign investment in Germany, thus 
further improving the basis for possible new investment. 

However, a word of caution in regard to Germany’s ability to 
attract new private capital, particularly of a long-term nature, seems 
to be warranted for a number of reasons. First, new private capital, 
while helping to cover balance-of-payments deficits at the time of its 
influx, would in the longer run burden Germany with additional 
balance-of-payments charges, which consideration may cause appre- 
hension on the part of new potential foreign investors; on the other 
hand, such new investment, if employed wisely, may increase Ger- 
many’s productivity and export potential, thus tending to minimize 
possible future transfer problems. Secondly, as a result of twenty 
years of default, a measure of distrust on the part of new potential 
foreign investors may have to be overcome; but strong and unabating 
efforts on the part of Germany in meeting her newly assumed obliga- 
tions may be able to remove this obstacle. Thirdly, the international 
political situation may continue to be, barring special guaranties and 
inducements, too uncertain to encourage new private foreign invest- 
ment on a major scale; however, a change in the international polit- 
ical climate, which at present is in the realm of possibility, may im- 
prove this condition. Finally, Germany may have to solve the difficult 
blocked mark problem in order to attract mew capital. As long as 
potential foreign investors, say. in the United States and in Switzer- 
land, can acquire large sums of blocked marks in foreign markets at 
a considerable discount, and can invest them in Germany, such in- 
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vestors are unlikely to contribute “fresh” dollars or Swiss francs for 
investment in the German economy. 

On the other hand, there are a number of favorable developments 
which tend to enhance Germany’s position as a desirable debtor na- 
tion, and seem to warrant optimism in regard to new foreign invest- 
ment. In the five years following the currency reform (June, 1948) 
the German economy has made a conspicuous recovery that merits 
the respect of the world. Industrial production and exports have 
shown spectacular increases and are running at high levels. More- 
over, the country, which after the currency reform started from 
scratch has built up a considerable gold and dollar reserve ($786 
million as of May 1953). Finally, the German mark has hard- 
ened considerably, and shows prospects of hardening even further. 
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THE RECAPTURE OF INSIDERS’ PROFITS 


Leroy A. SHATTUCK, JR. 
The University of Pittsburgh 


THE PRINCIPAL PURPOSE of the Securities Exchange Act of 1934 
was to establish and maintain a free, honest, and open market in 
the trading of securities. Such a purpose is predicated upon the 
proposition that the security prices prevailing at any time should 
reflect an appraisal which is based upon information available to 
all traders in such securities. Accordingly, the Act was designed 
so as to bring within its purview certain activities which might in 
any material manner affect the attainment of such an objective. In 
its accomplishment Section 16 is undoubtedly an important factor, 
and it is the purpose of this article to review and appraise some of 
the more significant cases which have arisen in the administration 
of that section of the Securities Exchange Act. 

Prior to the enactment of the Securities Exchange Act in 1934, 
corporation officers and directors as well as principal stockholders 
“on the inside,” were frequently in a position to speculate in their 
company’s stock on the basis of inside information not available to 
the general body of stockholders or to the public. Partly to cope 
with what Congress apparently considered an inequitable situation, 
and partly to inform stockholders of the transactions of so-called 
insiders, Section 16(a)* of the Act® provides that each officer and 
director of any corporation whose securities are registered, and each 
beneficial owner of more than 10 per cent of any class of registered 
equity security, shall file certain information reports with the 
Securities and Exchange Commission.* Initial reports are required 
whenever a party first becomes an officer or director, or becomes 
a stockholder beneficially owning more than 10 per cent of the 
equity security, and monthly reports are required by the tenth of 
the month following any month in which a change in previously 
reported holdings took place.* 

1. 15 U.S.C.A. Sec. 78 P (a). 

2. The Securities Exchange Act of 1934 will be referred to hereafter as the “Act.” 

3. The original of the applicable report is filed with the stock exchange on which 


the security is listed. The duplicate is filed with the Securities and Exchange Com- 
mission. 
4. Initial reports are returned on Form 6; subsequent changes are reported on 


Form 4. A Form 5 is used to report ownership at the time any equity security is 
first listed and registered on a national securities exchange. 
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Section 16(b) of the Act reads as follows: 


For the purpose of preventing the unfair use of information which may have 
been obtained by such beneficial owner, director, or officer by reason of his rela- 
tionship to the issuer, any profit realized by him from any purchase and sale, or 
any sale and purchase, of any equity security of such issuer (other than an ex- 
empted security) within any period of less than six months, unless such security 
was acquired in good faith in connection with a debt previously contracted, shall 
inure to and be recoverable by the issuer, irrespective of any intention on the 
part of such beneficial owner, director, or officer in entering into such transaction 
of holding the security purchased or of not repurchasing the security sold for a 
period exceeding six months. Suit to recover such profit may be instituted at 
law or in equity in any court of competent jurisdiction by the issuer, or by the 
owner of any security of the issuer in the name and in behalf of the issuer if 
the issuer shall fail or refuse to bring such suit within sixty days after request 
or shall fail diligently to prosecute the same thereafter; but no such suit shall 
be brought more than two years after the date such profit was realized. This 
subsection shall not be construed to cover any transaction where such beneficial 
owner was not such both at the time of the purchase and sale, or the sale and 
purchase, of the security involved, or any transaction or transactions which the 
Commission by rules and regulations may exempt as not comprehended within 
the purpose of this subsection.5 


Section 16(b) is apparently based on the principle that profits 
realized by insiders on the basis of information obtained by virtue 
of their more or less confidential relationship with the corporation 
should inure to the benefit of the corporation. Recovery is permitted 
on the same theory that denies an agent secret profits derived at the 
expense of his principal, or that denies to a trustee gains realized 
by virtue of the fiduciary relationship. No doubt, the over-all effect 
of Section 16 has been to reduce substantially short-term trading 
by insiders.® 

The first part of the Section, 16(a), has seemingly not been a 
source of any litigation, inasmuch as it is merely a reporting re- 
quirement. The administration of Section 16(b), however, has re- 
sulted in a substantial amount of litigation, and the various cases 
seem to disclose that there are usually two, and sometimes three, 
problems involved. The first concerns the basic question of the 
substantive liability of the individual defendants. Of course, this 
issue is present in every case. The second question, assuming that 
the individual defendants are found liable, pertains to the measure 
of damages, that is, to the method of computing the profit to be 
recovered by the corporation. The third issue, and one which is not 
pressed very seriously, concerns the usual attack on the constitu- 

5. 15 US.C.A. Sec. 78 P (b). 


6. Similar ownership reporting requirements are included in Section 17(a) of the 
Public Utility Holding Company Act of 1935 and in Section 30(f) of the Investment 
Company Act of 1940, 
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tionality of Section 16.’ The leading cases, with particular reference 
to the first two of these issues, is the subject matter of this article. 
For reasons of convenience and expedience, particular cases are 
considered under the indicated headings. 


PRINCIPAL IssuES INVOLVING SUBSTANTIVE 
LIABILITY 


The case of Smolowe et al. v. Delendo Corporation et al® in- 
volved all three of the issues mentioned above, and the first of 
these will now be considered. The plaintiffs, stockholders of the 
Delendo Corporation, brought actions pursuant to Section 16(b) 
on behalf of themselves and other stockholders for recovery by 
the corporation (joined as a defendant) against the two individual 
defendants, both of whom were directors and officers of the cor- 
poration. The facts were not in dispute. During a period of six 
months, from December 1, 1939, to May 30, 1940, one of the 
individual defendants purchased 15,504 shares of stock for $25,- 
150.20, and sold 15,800 shares for $35,550. During the same period 
the second individual defendant purchased 22,900 shares for $48,172 
and sold 21,700 shares for $53,405.16. Except as to 1,700 shares, 
the certificates delivered by each of them upon selling were not 
the same certificates which each had received on purchases made 
during the period. 

The controversy as to the construction of the statute relates 
principally to the preamble of Section 16(b) which reads, “For the 
purpose of preventing the unfair use of information which may have 
been obtained by such beneficial owner, director, or officer by 
reason of his relationship to the issuer. . . .” The defense argued 
that this avowed purpose was controlling and limited the authority 
of the entire section, and that liability would result only when profits 
were obtained from a proved unfair use of inside information (italics 
supplied). In the instant case, ignoring a discussion of the rather 
complex details, it was conceded that the defendants acted in good 
faith and without any so-called “unfair use” of inside information. 
In short, the question was: Does liability under this section hinge 
only upon “unfair use” of inside information? 

Before deciding this point the court first reviewed the legislative 
history of the Act. It noted that speculation by insiders in the 
securities of their own corporations was regarded as unfair to the 

7. In view of the fact that the constitutionality of Section 16 does not seem to 


admit of any reasonable doubt, this aspect of the various cases is not considered 
in this article. 


8. 36 F. Supp. 790 (1940); 46 F. Supp. 758 (1942); affirmed in 136 F. (2d) 231 
(1943), certiorari denied 320 U.S. 751. 
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general body of stockholders. Reference was made to the hearings 
before various congressional committees. It was further noted that 
the majority rule had been to deny any recovery against the insider 
in such situations, and that the congressional hearings indicated 
that Section 16(b) was specifically designed to furnish protection 
to outside stockholders against short-term speculations by insiders.°* 
The court also considered the language of Section 16(b) as evi- 
dencing tlie intention of the framers of the Act to remedy the al- 
leged inequitable situation by imposing a liability based upon an 
objective measure of proof. 

A subjective measure of proof, which required a showing of 
actual unfair use of inside information would, reasoned the court, 
render senseless the provisions of the Act limiting the liability 
period to six months. Such a construction would also make im- 
material an intention to profit during that period. Furthermore, 
according to the court, there would have been no point in exempting 
from liability those transactions wherein there was a bona fide 
acquisition of stock in connection with a previously contracted debt. 
Such an interpretation would, said the court, torture the condi- 
tional “may” in the preamble into a conclusive “shall have” or 
“has.” If Congress had intended that recovery of profits should be 
restricted to those occasions where there was an actual misuse of 
inside information, then it would have been simple enough to have 
said so. The court consequently decided that the failure of Con- 
gress to limit recovery specifically to profits gained from the actual 
misuse of inside information justified the conclusion that the pre- 
amble to Section 16 was inserted for other reasons than as a restric- 
tion on the scope of the Act. That is, liability should rest upon an 
objective, and not upon a subjective, standard of proof. In subse- 
quent cases this interpretation was not seriously disputed. 

The principal issue in the case of Colby v. Klune et al.,’® tried 
before United States District Court for the Southern District of 
New York in January, 1949, was whether the defendant Klune 
was an “officer” of the employing corporation, Twentieth Century 
Fox—Film Corporation, within the meaning of Section 16(b). It 
appears that Klune, along with other executives, was granted an 
option to buy common stock. The defendant subsequently exer- 
cised his option to the extent of 1,500 shares, 1,000 of which were 


9. See Hearings before Committee on Interstate and Foreign Commerce on H.R. 
7852 and H.R. 8720, 73d Cong., 2d Sess., 1934, 85; Hearings before Committee on 


Banking and Currency on S. 84, 72d Cong., 2d Sess., and S. 56 and S. 97, 73d Cong., 
Ist and 2d Sess., 1934, 6557-59. 


10. 83 F. Supp. 159, 
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sold at a profit within six months of acquisition. Colby, a stock- 
holder of the corporation, brought suit for himself, other stock- 
holders, and also in behalf of the corporation to recover such profit. 

The defendant was employed by the film corporation as “Produc- 
tion Manager,” and it was his responsibility to supervise the busi- 
ness details incident to the production of pictures. He was also 
charged with the responsibility of keeping production costs within 
the limits of the budget. Consequently, he had to know the econom- 
ics of the industry and be familiar with production techniques. 
The defendant denied liability on the ground that he was not an 
officer or director, and did not own 10 per cent of the equity 
security of the corporation. 

Rule X-3b-2 of the General Rules and Regulations of the Securi- 
ties and Exchange Commission provides: “The term ‘officer’ means 
a president, vice president, treasurer, secretary, comptroller, and 
any other person who performs for an issuer, whether incorporated 
or unincorporated, functions corresponding to those performed by 
the foregoing officers.” The plaintiff contended that recovery would 
lie because Klune performed the duties of an officer. The court, 
however, rendered summary judgment for the defendant primarily 
on the theory that the by-laws of the corporation defined the duties 
of its officers, and that Klune did not perform them, vicariously or 
otherwise. The court also accorded considerable weight to an affi- 
davit filed by the vice president in charge of production to the 
effect that Klune was a “superior combination of purchasing agent 
and personnel manager.” 

On appeal by the plaintiff the decision was reversed and remand- 
ed for a new trial.‘ The Circuit Court of Appeals assuming, but 
not deciding, that the SEC had statutory authority to issue Rule 
X-3b-2, was of the opinion that under this rule, it is immaterial 
whether or how the corporate by-laws might define or label the 
duties of an officer, and that the main point concerned defendant’s 
authorized activities in this particular corporation. The Appellate 
Court also indicated that there was room for further evidence as 
to the nature of the duties performed by Klune, and that it was 
error for the trial court to grant summary judgment on the basis 
of affidavits filed by a corporate officer describing the nature of 
Klune’s duties.” 


11. Colby v. Klune, 178 F. 2d 872 (1949). 


12. The point involved here concerns the credibility of evidence, and the fact that 
plaintiff was denied the opportunity to cross-examine. An examination of this techni- 
cal matter is not within the scope of this article. 
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On the basis of the reasoning of the Appellate Court, it seems 
reasonable to infer that SEC Rule X-3b-2 will be accorded a gen- 
erous interpretation, and that an employee will be held liable under 
the provisions of Section 16(b) if he performs important executive 
duties of such a nature that he would be likely to acquire confi- 
dential information about the company’s business as would facili- 
tate his stock market transactions, should he be so inclined. Ac- 
cordingly, a person may be liable under this section even though 
he is not technically an officer or director and is not beneficial 
owner of more than 10 per cent of any equity security. 

Probably the case of Truncale v. Blumberg et al. represents the 
most ambitious attempt to hold insiders liable under the provisions 
of Section 16(b). The facts were not in dispute. Rather, some im- 
portant questions of law were involved, several of which were said 
to be of “first impression.” The facts are that the defendant, on 
March 4, 1941, entered into a contract with Universal Pictures 
Company, Inc. Concurrently with the execution of the employment 
contract, the defendant entered into a contract with Universal Cor- 
poration’* by which “in consideration . . . of the execution of the 
aforesaid employment agreement by the said Cowdin™ . . . and 
as an inducement for him to do so” Universal Corporation guaran- 
teed the performance of the contract entered into by its subsidiary 
and also, in addition, agreed to issue to Cowdin on December 31, 
1941, and annually thereafter during his term of employment, 
warrants for the purchase of 5,000 shares of common stock of 
Universal Corporation. The reasoning behind this latter provision 
was that the Corporation’s interests and those of its stockholders 
would be furthered if Cowdin’s stock ownership were materially 
increased. The 5,000 warrants were duly issued to Cowdin in De- 
cember, 1941. So far as the present litigation is concerned, how- 
ever, warrants in the amount of 5,000 shares each were issued on 
December 12, 1945, December 16, 1946, and December 16, 1947. 

Subsequent to the receipt of these warrants, and apparently 
within the six-month period, the defendant gave them in varying 
amounts to several charitable organizations. These organizations 
included the Los Angeles Community Hospital, the New York In- 
firmary for Women, and the American Cancer Society. There was 
no question but that each of the donees was a bona fide religious, 

13. 80 F. Supp. 387 (1948). 


14. At that time Universal Corporation owned approximately 92 per cent of the 
common stock, and all the outstanding second preferred stock, of Universal Pictures 
Company, Inc., the operating company. 

15. Cowdin was one of the defendants. 
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charitable, or philanthropic organization or institution. The plain- 
tiff brought suit, however, on the theory that inasmuch as the gift 
permitted the defendant donor to take a deduction in his income 
tax return of an amount equal to the market value of the warrants 
at the time of the gift, the donor realized an economic gain which 
was in the nature of a profit within the meaning of Section 16(b). 
This method of establishing “a profit” was regarded by the court 
as “ingenious.” 

This case involved at least two principal issues. First, was the 
gift of the warrants a “disposition” within the meaning of the Act? 
Secondly, was a “profit” realized? As for the former, a reading of 
Section 16(b) would hardly warrant an inference that a gift would 
be regarded as a sale within the meaning of the section. The defini- 
tion in Section 3(a)(14) merely states that: “The terms ‘sale’ 
and ‘sell’ each include any contract to sell or otherwise dispose of.” 
The court pointed out, however, that all “disposals” would not be 
construed as “sales.” For example, a person could die owning equity 
securities, and bequeath them by will. Obviously, he “disposed” 
of his property, but such disposition could in no sense be con- 
strued as a “sale,” and hence within the scope of Section 16(b). 
The court concluded that the words “purchase” or “sale” or “other 
disposition” should be given the broadest connotation, but such 
connotation should be consistent with the fundamental meaning of 
the words, as would best effectuate the express purpose of the Act, 
that is, to remove all incentive to corporate insiders to profit from 
short-term transactions based upon confidential information avail- 
able to them by virtue of their fiduciary positions. Accordingly, the 
gift was not such a disposition of the warrants as to constitute a 
sale nor anything in the nature of a sale, as to come within the 
scope of the Act. 

As for the second question, the court decided that the tax laws 
were immaterial. Plaintiff had described the gifts as a “tax dodge,” 
and this allegation was characterized by the court as a “gratuitous 
slur” on an individual “whose benefactions covered a wide field.” 
Keeping in mind the fundamental objective of the Securities Ex- 
change Act,,“‘no amount of tax dodging, even if it were present, 
could possibly be detrimental to the rights of the other security 
holders or to the corporation, so far as it appears in this record.’’® 


16. Case cited, p. 391. This case was included under “Principal Issues Involving 
Substantive Liability” rather than under “Conversion Rights and Options,” inasmuch 
as the primary questions were whether or not profits had been realized. The fact that 
warrants were involved was not material. 
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Also considered in this case, in connection with another defendant, 
was the question of liability where the gifts of warrants had been 
made, not to a charity, but to members of the defendant’s family. 
The court decided, however, that a bona fide gift to a relative or 
employee was not in any different category from a gift to a charity. 
Of course, if the gift were really a subterfuge, and the donee was 
in reality an alter ego of the donor officer, director, or beneficial 
owner, then liability would probably result should the donee sell 
the security within the six-month period. 

At the suggestion of the court, the SEC had filed a memorandum 
as amicus curiae, and the position taken was that the transactions 
did not come within the scope of Section 16(b) because there was 
no “profit realized” by the defendant. The SEC objected to the 
ruling that there had been no sale, inasmuch as this construction 
might leave a loophole in the law where the donee was other than 
a charity, as such donee might effectuate a sale within the six-month 
period, and it would be difficult to establish the mala fides of the 
gift. The court, however, did not change its ruling to the effect 
that a gift is not a “sale,” and that there had been no “profits.” 


THE QUESTION OF DAMAGES 


Section 16(b) provides that “any profit realized . . . from any 
purchase and sale, or any sale and purchase . . . within any period 
of less than six months . . . shall inure to and be recoverable by the 
issuer,” i.e., the corporation. The Smolowe case was the first to 
raise the question as to the construction of this part of Section 
16(b). The defendants argued that the extent of the profits realized 
should be computed according to the income tax rule which looks 
first to the identification of the particular certificate, and if this 
could not be satisfactorily established, then recourse should be 
made to the presumption of “first-in, first-out.’”?* In this connec- 
tion, the defendants apparently relied upon early drafts of the 
statute, which provided that profits should be computed irrespective 
of the certificates received or delivered.’* This provision was, how- 
ever, deleted from later drafts. Section 16(b) as finally enacted 
makes no reference as to just how the amount of the profit should 
be ascertained. It merely says that “any profit” is recoverable by 
the corporation. Furthermore, it is to be noted that there are no 
express words of limitation in this language. Its generality, there- 
fore, permits the matching of purchases and sales. 


17. U.S. Treasury Reg. 103, Art. 19, 22(a)-8, 1940, 21 CFR, 1940 Supp., 19.22(a)-8. 
18. See H.R. 7852 and S. 2693. 
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The Smolowe case illustrates that the calculation of profits may 
be rather involved. The subsection states that the profits are to be 
computed from any purchase or any sale within the six-month 
period. The statute does not say that a purchase is to be set off 
against the next sale. Neither does it say that the profits should 
be ascertained by the rule of “first-in, first-out.” Mindful of the 
intent of Congress, the court saw no reason why the amount of 
the recovery should be minimized. Consequently, the court adopted 
the rule that any sale could be matched against any other purchase 
during the six-month period, and that the matching of sales and 
purchases should be such as to give the maximum of profit. Further- 
more the court reasoned that any losses sustained by the defendant 
should not be used as a setoff against any profits. Inasmuch as the 
statute reads, “any profit realized ... ,” a setoff against profits is 
precluded. 

This case established the precedent that purchases and sales 
should be matched so as to result in maximum profits. The rule to 
be applied, said the court, was that of “lowest price in, highest 
price out,”’ regardless of the defendant’s intent with respect to the 
particular purchase or sale. Thus the extent of liability could be 
ascertained by taking any sale as the minuend, and going back six 
months for a matching purchase at a lower price, or by taking the 
same sale and going forward for six months to find the matching 
purchase at a lower price. The identity of the certificates or the 
rule of “first-in, first-out” were not factors in calculating damages. 
Furthermore, any losses could not be used as a setoff. Any other 
interpretation, said the court, would defeat the intention of Con- 
gress in providing for such remedial action. The defendants were 
therefore assessed damages in maximum amount possible in accord- 
ance with this ruling. 

The question of damages was also involved in Truncale v. Blum- 
berg et al., decided January 31, 1950.7 As set forth above,”° the 
defendants had acquired the warrants pursuant to their terms of 
employment, at no out-of-pocket, pecuniary cost to them. So far as 
tax considerations were concerned, the warrants had a cost basis 
of zero. There was evidence that in their tax returns the defendants 
had reported capital gains on the warrants, and had treated them 
as having been acquired at no cost. The court, however, following 
the rule in the Smolowe case, held that the treatment of the war- 


19. 88 F. Supp. 677 (1950). This was a companion case to Truncale v. Blumberg 
et al., discussed above, 80 F. Supp. 387 (1948). See also Truncale v. Blumberg et al., 
83 F. Supp. 628 (1949). 

20. Pp. 324-26. 
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rants for tax purposes, so far as the present issue was concerned, 
was entitled to but little weight. The court ruled that the proper 
measure of damages was the difference between the fair market 
value of the warrants at the time of their acquisition and their fair 
market value at the time they were sold. In this case, the evidence 
showed that the market price of the warrants on December 12, 1945, 
the date of their acquisition, was greater than the market price at 
the time of earlier sales of warrants. That is, the defendants had 
sold warrants within the six-month period prior to December 12, 
1945. Accordingly, the plaintiff sought to recover on behalf of the 
corporation the full amount of the proceeds. 

The court admitted that, superficially at least, the language of 
the statute supported the position of the plaintiff. But it concluded 
that the results of such an interpretation would prevent the de- 
fendants from retaining any of the proceeds should they sell any 
warrants during their term of employment. Since the warrants were 
issued to them annually, any acquisition and sale, or sale and 
acquisition, would of necessity fall within the six-month period. 
Furthermore, the warrants were not issued gratuitously. While the 
defendants paid no dollars for the warrants received, they did sur- 
render their previous employment and bound themselves to work 
for a corporation whose future at the time was not deemed overly 
promising. Damages were not, said the court, just a simple matter 
of arithmetic, inasmuch as it could not be successfully argued that 
the defendants had not given something of value for the warrants. 
The rule to apply, said the court, was the fair valuation of the 
warrants at the crucial dates of acquisition and disposition. And 
since the market value of the warrants at the time of acquisition 
was greater than it was at the time of the earlier sales, no profits, 
within the meaning of Section 16(b), had been realized. Conse- 
quently no damages were recoverable. The same reasoning would 
also be applicable in the case of an acquisition and subsequent sale. 


CONVERSION RIGHTS AND OPTIONS 


The case of Park and Tilford, Inc., v. Schulte et al.’ presented 
questions pertaining to conversion of preferred stock. The essential 
facts are as follows: The common stock of the plaintiff corporation 
was (and is) traded on the New York Stock Exchange. The de- 
fendants are three brothers, acting as trustees of a trust created 
by their father, a former president of the plaintiff corporation. One 
of the defendants was also a director of the plaintiff’s board of 
directors. The defendants owned a majority of the common voting 


21. 160 F. 2d 984 (1947). 
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stock of the plaintiff and consequently controlled the company. 
They also owned 6,604 shares of the preferred, which was callable 
on 90 days’ notice at $55 per share. The preferred was also con- 
vertible into common, at the option of the stockholder, of course, 
in the ratio of 14 shares of common for each share of preferred. 
Furthermore, even though the stock were called, conversion could 
take place until the effective date of the redemption. During the 
latter part of 1943, and the earlier months of 1944, the common 
stock increased substantially in price, possibly in large part due to 
the rumor of an impending dividend to be paid in liquor. On De- 
cember 20, 1943, the corporation called the preferred and on 
January 19, 1944, the defendants exercised their option to con- 
vert their preferred into common. At that time the preferred was 
selling at about 55} per share, and the value of the preferred shares 
converted by the defendants was found by the court to be $364,871. 
The common shares so obtained were subsequently sold by the 
defendants within the six months’ period for $782,999.59. The 
case thus presented two issues. First, were the defendants liable? 
Secondly, if they were liable, what was the extent of such liability? 

The first issue to be decided was whether an initial purchase is 
shown by the exercise of an option to convert preferred into com- 
mon stock, and the subsequent sale within the six months’ period 
of the common stock acquired by such conversion. In other words, 
was the conversion of preferred into common, followed by the sale 
of the common in less than six months, a “purchase and sale” with- 
in the meaning of the Act? 

The case thus involves an interpretation of the words “from any 
purchase and sale, or any sale and purchase, of any equity security,” 
within the six months’ period, unless the securities were acquired 
in good faith in connection with a previous debt. The Act defines 
“purchase” to “include any contract to buy, purchase, or otherwise 
acquire.”** An “equity security” is defined by the Act as “any stock 
or similar security; or any security convertible, with or without 
consideration, into such a security.””* 

The question as to the substantive liability was quickly resolved. 
The court held that there was liability, on the theory that a “pur- 
chase” is defined by the Act to include “any contract to buy, pur- 
chase, or otherwise acquire.”** The defendants obviously acquired 
the stock in exercising their option to convert the preferred, and 
the court’s interpretation on this point cannot be seriously disputed. 


22. 15 U.S.C.A. Sec. 78c (a) (13). 
23. 15 U.S.C.A. Sec. 78c (a) (11). 
24. 15 U.S.C.A. Sec. 78c (a) (13). 
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Quite properly, too, it seems that the court acted soundly when 
it dismissed defendant’s objections that the conversion was involun- 
tary. Inasmuch as they owned a majority of the common shares 
and quite obviously controlled the corporation, such an argument 
did not carry much weight. Likewise, the argument that the trans- 
action should be excepted as the stock was “acquired in good faith 
in connection with a debt previously contracted,” was without merit. 
While admittedly titles of securities are sometimes misleading, it 
was asking too much of the court to regard the preferred stock as 
a “debt” within the meaning of the Act. 

A second issue involved the measure of damages. The District 
Court entered judgment for the plaintiff corporation in the amount 
of $302,145.81, plus interest and costs. This sum represented the 
difference between the receipts from the sale of the common and 
the stipulated market value of the common as of the conversion 
date. These two figures were $782,999.59 and $480,853.78, re- 
spectively. In the appeal, the plaintiff argued that this measure of 
damages was incorrect, and that the proper cost of the stock was 
not the market price of the common on the conversion date, but 
rather that it was the market price of the preferred on that date. 
The market price of the latter was found by the District Court, and 
conceded by the parties, to be $364,871.00. If this lower figure was 
to be the cost of the common stock, then the damages would amount 
to $418,128.59 ($782,999.59 less $364,871.00), plus interest and 
costs.** As might be expected, particularly in the light of the philos- 
ophy of the Smolowe case maximizing the extent of the recovery, the 
appeal court reversed the lower court on this point, and awarded 
damages for the larger amount, that is, $418,128.59. In the words 
of the court, “as between the two figures, the choice of the price of 
the preferred is more consistent with the purpose of the Act as 
expressed in Smolowe v. Delendon Corporation. . . . This is ‘to 
squeeze all possible profits out of stock transactions, and thus to 
establish a standard so high as to prevent any conflict between the 
selfish interest of a fiduciary officer, director, or stockholder and 
the faithful performance of his duty. . . .”””*® 

In Shaw v. Dreyfus et al.** there was an attempt by Dinah Shaw, 
a stockholder of Celanese Corporation of America, suing on behalf 
of herself, other stockholders, and the Corporation, to compel the 


25. The record does not disclose why there apparently was such a discrepancy 
between the market value of the preferred stock and the common stock into which 
it was converted. 

26. Park & Tilford, Inc. v. Schulte, supra, 988. 

27. 79 F. Supp. 533 (1948). 
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individual defendant to account to the Corporation for the proceeds 
of certain securities sold by him. As is usually the case in this type 
of litigation, the facts were not in dispute. Camille Dreyfus was 
a director of the Corporation and also beneficial owner of 106,343 
shares of common stock. Pursuant to an offering of common stock 
by privileged subscription, common stockholders of record were 
entitled to subscribe for one additional share at $50 on the basis 
of one share for each 10 shares owned. The defendant accordingly 
received warrants evidencing his 106,343 rights, which entitled him 
to subscribe to 10,634.3 shares of additional stock. Prior to the 
expiration date on November 24, 1945, Dreyfus sold 76,340 of 
the rights for which he received $5,915.41. He exercised 30,000 
of them and subscribed to 3,000 shares. Prior to January 6, 1946, 
he gave away 1,460 of these shares to relatives, friends, or em- 
ployees. 

The principal contentions of the plaintiff were that the receipt 
of the rights by the defendant was an acquisition covered by the 
words “otherwise acquire” contained in Section 3(a) (13) of the 
Act.** Plaintiff also maintained that the “gifts” were covered by 
the terms “sale” and “sell,” each of which includes any contract 
to sell or “otherwise dispose of.” 

The court, however, found for the defendant on both of these 
counts, and its decision was affirmed by the Circuit Court of Ap- 
peals.2® The court pointed out that Dreyfus did not purchase or 
acquire the right to subscribe for the additional stock when the 
stock subscription warrants were issued to him. These were but 
the formal evidence of the rights he acquired when he originally 
bought the stock. Such rights were inherent in the ownership of 
the stock. Hence the receipt of the rights was not an “acquisition” 
within the meaning of the Act. In the words of the court, “The 
word ‘acquire’ connotes the obtaining of something which was not 
possessed previously.” 

The court summarily dismissed the second of plaintiff’s con- 
tentions, holding that inasmuch as the gifts of the stock were bona 
fide, and since Dreyfus had received no financial gain or profit by 
the transaction, therefore there was no liability under Section 
16(b). 

It would seem that the position taken by the court as to both of 
these matters admits of no serious question. In fact, one may won- 
der why this particular action was ever brought. 


28. 15 U.S.C.A. Sec. 78 (a) (13). 
29. 172 F. 2d 140. Certiorari denied, 337 U.S. 907. 
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CONCLUSIONS 


Reference to the results of the more important cases noted above 
suggests the conclusion that Section 16(b) of the Act has been 
quite effective in permitting recovery by the issuer of so-called 
“insider profits.” One may also conclude that the courts have given 
a liberal interpretation to this Section. 

The recovery of profits is maximized by permitting such match- 
ing of purchases and sales, or sales and purchases, as will result 
in maximum damages. A deduction of any losses incurred is not 
permitted. Liability is determined by objective measures of proof 
and does not depend upon whether or not the defendant acted in 
good faith. It is immaterial that the defendant did not make “un- 
fair use” of inside information. A person may be held liable even 
though he is not technically an officer or beneficial owner of more 
than 10 per cent of the registered equity security, provided he per- 
forms functions corresponding to those performed by an officer. 
A conversion of preferred stock into common, and the subsequent 
sale of the latter within the six-month period, was an acquisition 
and sale within the meaning of the Act. On the other hand, re- 
covery was denied where the defendant made bona fide gifts of 
warrants within six months of acquisition, the court holding that a 
gift was not such a disposition as to bring the transaction within 
the terms of the Act. Recovery was also denied when the defendant 
made a gift of rights acquired as a stockholder. 

In general, however, the cases show that all short-term security 
transactions by so-called insiders are prima facie suspect and sub- 
jected to the closest scrutiny, no matter whether the security in- 
volved is stock, a warrant, or whether it is acquired by option, 
right, by contract of employment, or otherwise. It would seem that 
the safest rule for an insider to follow, assuming his transaction 
may fall within the scope of the Act and if he wishes to be certain 
of his profits, if any, is to wait for the six-month period to expire 
before engaging in any transactions whatsoever in the equity se- 
curity. 
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A NOTE ON THE PROGRESSIVE CONSUMPTION TAX 


Pao LuN CHENG 
The University of Wisconsin 


A SUCCESSFUL DEFENSE program in a readiness-economy’ requires 
a neutralization of inflationary pressures arising from three sectors, 
namely, the government, the business sector, and the consumption 
sector. Since defense spending comprises a major portion of present 
government demand, the latter will remain fairly stable during 
the present “war” emergency. Since to remove inflationary pressure 
by cutting government expenditures is contradictory to the nature 
and purpose of a defense program, we have only two remaining 
sectors of the economy in which to seek possibilities of curbing 
inflation. However, since it is a defense objective to encourage the 
growth of capital so as to insure the long-run strength of the nation, 
it would defeat our purpose to close an inflationary gap at the ex- 
pense of sound capital growth. Thus, left with no acceptable alterna- 
tive, we must attempt to combat inflation in the consumption sector 
of the economy. 

A “progressive consumption tax’” proposed by Professor Walter 
A. Morton holds promise of meeting this need. The purpose of this 
note is to demonstrate the operation of such a tax upon national 
economic aggregates. 


I 


Our existing, and traditional, tax structure is unable to control 
inflationary pressure in the consumption sector for the following 
reasons: 

1. The taxation of business and personal incomes is subject to an 
economic limit due to the e‘fect upon incentives to invest and to 
work. If these incentives are to be preserved for the sake of attain- 
ing maximum production, existing tax measures must not encroach 
upon this economic limit. A tax increase may have a greater effect 
in reducing the supply of goods than in curtailing the demand for 
goods. It is therefore conceivable that the inflationary gap in the 

1. See Albert G. Hart, “General Strategy of Economic Policy for Less-than-Total- 


War,” The American Economic Review, XLI (March, 1951), 52-53, for a description 
of a “readiness-economy.” 


2. Walter A. Morton, “A Progressive Consumption Tax,” National Tax Journal, 
Vol. IV, No. 2 (June, 1951). 
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commodity market may become larger as a result of tax increases, 

2. Existing tax schemes that aim at the consumption expendi- 
tures of the public, for example the sales tax, cannot be used either 
to raise more revenues or to curtail consumption® without running 
into ethical and political limits because of their regressivity. People 
in the lower income groups usually do not have the choice of con- 
suming or not-consuming (saving) in the face of a higher sales 
tax as do people in the higher income groups. Because of this 
inequity, we cannot increase the rate of conventional consumption 
taxes. 

3. A tax scheme that observed these limits (economic, ethical, 
and political) was one proposed by the Treasury in 1942, namely, 
the Spendings Tax. It was designed primarily to curb inflation, and 
secondarily to raise revenues. But it was rejected by the Senate 
Finance Committee apparently on grounds of administrative in- 
feasibility. Therefore any tax scheme must also be administratively 
practicable. 

We cannot, of course, know exactly where these limits are, but, 
assuming that they are real and that they are at present closing 
in upon the usefulness of existing tax schemes for defense purposes, 
we cannot hope to remove an inflationary gap, where it arises, 
without defeating our purpose. If we maintain that investment de- 
mand and government demand for goods must be satisfied for the 
sake of defense objectives and we still desire to prevent inflation, 
we must devise a fiscal measure which can perform the anti-infla- 
tionary task in the consumption sector within these four limits. 

The “progressive consumption tax” proposed by Professor Mor- 
ton makes possible the removal of inflationary pressure from the 
consumption sector in a defense-economy while at the same time 
observing these limits.* Let us briefly examine the tax, supposing 
the tax to take the form of a retail sales tax. This is his proposal: 

1. Consumption expenditures made at retail are taxed at a rate 
determined by the amount of excess demand for consumption goods.* 

2. The tax revenues collected at retail throughout the year are 
thus far regressive. However, refunds will be made after income 
tax returns are filed. These refunds will not only remove the re- 
gressivity, but also provide progressivity, because the amount re- 

3. The primary purpose of the existing sales tax scheme is, of course, to raise reve- 
nues rather than to curtail consumption as an inflation-control measure. 

4. See especially Morton, op. cit., p. 161. 

5. It must be observed that not all the consumption expenditures are made at 


retail (rent is one of such items); and that not all expenditures done at retail are 
consumption expenditures, e.g., business purchases at retail. 
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turned to each person who files income tax returns will depend upon 
two criteria:® (a) the number of his dependents and (6) the gross 
income bracket in which he belongs. 

3. As with the present income tax scheme, exemptions will be 
given to the taxpayer according to the number of dependents he 
has. The exemption can be fixed at a high or a low value according 
to the urgency of the need for maintaining the standard of living 
of the lower-income group. 

4. However, the element of exemption in the progressive con- 
sumption tax differs from that of the present income tax in that 
the former represents the amount of “privileged expenditure.” It 
is “privileged” in the sense that the tax paid upon this expenditure 
is subject to refund based upon equity criteria. The amount of 
tax paid within that privileged category may be called the standard 
sales tax credit (the exemption times the tax rate). The standard 
tax credit determines the refund to which he is entitled. 

5. To each income bracket, we assign a percentage by which 
to determine what part of a taxpayer’s standard tax credit should 
be refunded.’ If he is in a high income group, he will have a smaller 
percentage applied to his standard sales tax credit than if he had 
belonged to a lower income group. This accounts for the regressivity 
of the tax. Presumably, taxpayers of the lowest group will recover 
100 per cent of their standard sales tax credit. But in order to pre- 
vent any excess refund over that spent by the taxpayer (and his 
dependent taxpayers) in the form of retail sales tax (when he be- 
longs to a low income bracket, but has a number of exemptions) ,° 
the actual refund should not be allowed to rise above his gross in- 
come times tax rate. 

6. The calculation and the refunding operation can be incor- 
porated in the present income tax return apparatus. Thus, the func- 
tion can be performed by the existing internal revenues authorities 
without much additional work. This accounts for the administrative 
superiority of the tax. 

7. So far the tax in relation to the control of inflation concen- 
trates upon the demand-curtailing and saving-encouraging aspect. 
The supply side, or the incentive argument for the tax lies in the 
fact that the tax does not discourage people’s effort to make in- 
come. Though it would be inadequate to say that it might encour- 
age people to produce more, it is possible that taxpayers may wish 


6. See Morton, op. cit., p. 163. 
7. See Morton, op. cit., tables on p. 164. 
8. [bid., p. 164, last paragraph. 
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to work harder and to earn more income so as to compensate for 
the tax.° 


II 


We are concerned here primarily with the size of the gap to be 
closed in the consumption sector, whereas the revenue objective of 
the tax is of only secondary importance. An example will illustrate 
the theoretical operation of the progressive consumption tax. The 
commodity gap or the excess demand in the consumption sector 
is derived from an estimated demand for consumption goods and 
an estimated supply of consumption goods at prices existing in the 
beginning of a fiscal period. The estimated supply of consumption 
goods secured by taking the difference between two magnitudes: the 
estimated gross national product and the sum of the estimated 
government cash expenditures and estimated business gross invest- 
ment expenditures. The estimated demand for consumption goods 
involves an estimate of personal income, disposable income, and 
the amount of consumer savings before the tax. Thus, the differ- 
ence between disposable income and consumer saving will be the 
consumption demand. 

Given these estimates, the tax rate necessary to close the gap will 


‘ depend upon three factors: (1) the size of the exemption per 


person, (2) the percentages applicable to each income bracket in 
calculating the amount of refundable standard tax credit for each 
taxpayer,’” and (3) the elasticity of consumption expenditures 
schedule including tax." 


Let: D Value of consumption demand before tax at existing prices; 

S Value of supply of consumer goods at existing price; 

P Population, or the total! number of exemptions in the economy; 

E Size or value of exemption per person; 

R_ Sales tax rate at retail; 

ER Standard sales tax credit per exemption; 

1, %2 Tn Percentages applicable to different income brack- 
ets in calculating refundable standard tax credit 
to taxpayers; 


9. However, this argument can also be used to support the possibility of produc- 
tion-inducing effects of existing tax measures 


10. See Morton, op. cit., two hypothetical tables on p. 164. 


11. This is the responsiveness of the consumption expenditures including tax to 
different heights of the tax rate, the amount of exemption per person, and the per- 
centages applicable to each income bracket for refundable standard sales tax credits. 
It is reasonable to surmise that the higher the tax rate, and/or the smaller the value 
of exemption and the higher the “percentages” for each income bracket, the less the 
consumption expenditures including tax, and vice versa. This point will be more 
clearly illustrated below, 
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Pr, P2...... fn Population, or number of exemptions in each 
different income bracket; 
D;, Demand for consumption goods including tax after the tax is 





imposed. 
But Di=f (R, E, 11,72 : Tn) (I) 
and D,—[DR—(ERpyri:+-ER poret+ +ERpntn)|=S —(Il) 


when the inflationary gap is removed from the consumption sector, 
where 


DR=Gross Tax Revenues, and 
ERpyni+ER pore+ +ERp,r,—Total Refund. 


Therefore, if the value of E and values of ri, ro. . . rn are already 
determined by the government,'* and if D, S and pu, po... pn are 
given, we have two equations (I) and (II) with which to solve 
two unknowns, D,;"* and R. 

Let us assume that every person is allowed an exemption of 
$500. With tax rate of, for instance, 10 per cent at retail, a tax- 
payer is entitled to a standard sales tax credit of $50 per exemption. 
Let us also assume that we have a population of 150 million, which 
gives us total number of exemptions. Therefore, the total value 
of exemptions will be $75 billion and the total value of standard 
sales tax credit will be $7.5 billion. The total refund will then de- 
pend upon the population in each income tax bracket and the re- 
fundable standard tax credit percentages assigned to each of them. 
In this case, the refund will be equal to $500 - Rpiri + $500 * Rpore 
+...+ $500 * Rporn. If p and, are given, total refund can be found 
immediately. For our purpose, let us assume that the total refund is 
$5.5 billion. 

If we further suppose that the supply of consumer goods for a 
certain fiscal period is $181 billion, and that disposable income is 
$235 billion, we can establish the following table at a tax rate of 
10 per cent at retail. 

If the consumers spend (including tax) all of their disposable in- 
come of $235 billion, tax revenues after refund will be $18 billion.** 


12. E, or the value of exemption per person, is presumably determined by the govern- 
ment in the light of maintaining a certain minimum standard of living in conjunction 
with the degree of threat of inflationary pressure in the consumption sector. And r,, 
ry ...¥, are decisions pertaining to the desirable progressivity of the tax. 

13. D, is a decreasing function of R, but an increasing function of both E and r,, 
is oi. 
14. Taxable spending is $235 billion minus $55 billion (Ep,r, + Eporg +. - 
Ep,r,,) which equals $5.5 billion divided by 10 per cent; $180 billion multiplied by 
10 per cent yields net tax revenues of $18 billion, and a refund of $5.5 billion, 
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In this case saving will be zero, leaving an inflationary gap of $34 
billion. But if consumers choose te spend (including tax) $195 
billion, the gap is just closed, leaving tax revenues of $14 billion 
for the Treasury and savings of $40 billion for the consumer. It is 
shown in the table that the smaller the tax revenues, the smaller 
the inflationary gap. Savings are assumed to be increased because 
of the tax. This emphasizes that the primary objective of the tax 
is to reduce consumption demand for goods and services, not to 
raise revenues in order to balance the budget. But so long as the 
tax, in addition to its favorable effect on consumers’ savings and 
the incentives of the economy, does provide some revenues it adds 
to the attractiveness of the scheme. Of course, the table, which 


TABLE 1 


A Hypotueticat Estimate or Tax Revenues, Consumption Demanp, CONSUMER 
SAVINGS, AND INFLATIONARY GAP AT 10 PER CENT SALES TAX 
(Billions, in prices at the beginning of the period) 


Consumer Net Con- + Infla- 


Spending sumption Supply of tionary 

Including Tax Net Tax Demand Consumer Consump- Gap 
Tax Refund Revenues (1) — (3) Saving tion Goods (4) — (6) 
(1) (2) (3) (4 (5) (6) (7) 
235 5.5 18 217 0 181 34 
225 $5 17 208 10 181 25 
215 5.5 16 199 20 181 16 
205 5.5 15 190 30 181 7 
195 5.5 14 181 40 181 0 
185 5.5 13 172 50 181 —7 


is merely a set of hypothetical values, does not answer the ques- 
tion: What is likely to be the actual amount of consumption ex- 
penditures including tax at a tax rate of 10 per cent? 

This question cannot be answered without empirical observations. 
Table 1 is based upon a realization that the amount of consumer 
spending at different rates is subject to variation. But it is safe to 
say that whatever consumer spending may be, the inflationary gap 
can always be closed by raising the rate sufficiently."* The following 
table illustrates this point. 

From Table 2, if the consumers insist on spending an amount 


15. The alternative to raising the rate could be, of course, to lower the exemption, 
so that the low-income groups would receive less real consumption goods, thus helping 
close the gap; or to lower the refundable standard sales tax percentages so that less 
refund would be made to the consumers; or both. But a higher rate of tax could never 
affect the well being of the low-income groups, except that they must wait for a year 
(but only in the first year of enforcement) to consume the larger tax refund. How- 
ever, a colleague, Sidney Claunch, has suggested that the refund be a factor in deter- 
mining income tax withheld, thus circumventing this “hump” problem and removing 
one practical objection, 
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close to their disposable income ($235 billion), the rate must be as 
high as 30 per cent before the gap can be closed. If 10 per cent 
is the rate, then we cannot allow total consumer spending including 
tax to exceed $195 billion and still expect to see the gap closed.’® 

Figure 1 illustrates the relationship between the consumption 
expenditures schedule (including tax) and the sales tax rate de- 
termination. 

Let us assume that the gross national product is $348 billion, 
national income $297 billion, personal income $270 billion, dis- 
posable income $235 billion, consumer savings before the tax $24 
billion, consumption demand before the tax $211 billion, and supply 
of consumer goods $181 billion. This leaves an inflationary gap of 
$30 billion in the consumption sector. It must be emphasized that 


TABLE 2 


MaxIMuM AMOUNTS OF CONSUMER SPENDING INCLUDING TAX AT CORRESPONDING 
Tax Rates at Retart 1x RemMoOvinG INFLATIONARY GaP 


(Billions, in prices at the beginning of period) 


If Maximum So that as Equal 
Rate Spending and Net Con- to Supply 

is Including with a Gross Tax Net Tax Re- sumption of Con- 

(per Tax Should saving Revenues Revenues fund Demand sumer 

cent) Be of of of of Will Be Goods 
5 187.63 47.37 9.38 6.63 2.75 181.00 181.00 
10 195.00 40.00 19.50 14.00 5.50 181.00 181.00 
15 203.24 31.76 30.49 22.24 8.25 181.00 181.00 
20 212.50 22.50 42.50 31.50 11.00 181.00 181.00 
25 223.00 12.00 55.75 42.00 13.75 181.00 181.00 
30 235.00 00.00 70.50 54.00 16.50 181.00 181.00 


these figures are estimates before the imposition of the progressive 
consumption tax. 

At a tax rate of O per cent (or before the imposition of the tax) 
the gap is BD. From B, BD, is drawn, which is the so-called “Con- 
sumption Expenditure Schedule (including tax).” The negative 
slope of the line BD; assumes that the stiffer the sales tax, the less 
will be spent for consumption. What should be the actual slope and 
shape of BD; depends upon statistical estimate or on experience. 
Mathematically, it is a function of R, E, andri,re...... rn. How- 
ever, whatever these estimates may be, it seems plausible that the 
gap can always be closed as long as consumption falls as the tax rate 
rises, i.e., as long as BD; is negatively inclined.’ In the figure, BD; 


16. This agrees with the figures in Table 1, fifth row. 


17. Even if the curve is positively inclined, for example, if the public mobilizes past 
savings in addition to disposable income of the current period for consumption pur- 
Poses, the gap can still be closed with a very high tax rate. This point was also sug- 
gested by Sidney Claunch. 
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is deliberately drawn so that 10 per cent appears as the rate just 
enough to eliminate the gap. 

If BD; were drawn steeper, which means that the consumption 
expenditures schedule is inelastic, the gap-closing-rate would have to 
be higher. If BD: were drawn flatter, which means that the con- 
suming public is more sensitive and responsive to the tax, the gap- 
closing-rate need not be so high to induce enough saving (and tax 
revenues) to balance the demand for and supply of consumer goods. 

With BD, as it is, a curve RTO is derived. This curve indicates 
the amount of tax revenues that can be expected (after refunding), 
given BD; as drawn. PX is the total consumption spending includ- 
ing tax at 10 per cent, where PT is the amount of net revenues; PE’ 
is the non-taxable spending ($55 billion) and E’X the taxable spend- 
ing ($195 — $55 billion = $140 billion). So PT (net revenues) is 
simply E’X times 10 per cent, which is $14 billion. If the entire RTO 
curve is subtracted horizontally from BD: we get R’T’B, which be- 
comes the schedule of actual net demand for consumption goods at 
different tax rates. As R’7’B crosses the consumption supply line at 
T’, we find the rate at 10 per cent, thus equating consumption 
demand and consumption supply with the gap closed. And, simul- 
taneously, we find an additional savings of XY ($16 billion) over 
and above YZ ($24 billion) thus a total savings of XZ ($40 billion), 
and net tax revenues of XT’ ($14 billion). Evidently, XY ($16 bil- 
lion) plus XT’ ($14 billion) is equal to the inflationary gap BD 
($30 billion). 

If the consuming public insists upon spending the entire amount 
of disposable income of $235 billion despite the level of the con- 
sumption tax, we would find the consumption expenditures schedule 
absolutely inelastic, coinciding with B’Z. And in turn we would find 
the derived RTO curve flatter and so would be its imaginary coun- 
terpart starting at B’ as its origin. Eventually, the latter would 
cross the consumption supply at a much higher point and thus a 
higher rate level (30 per cent) to eliminate the gap, leaving no sav- 
ing but a tremendous amount of tax revenues. 

If the amount of exemption per person is other than $500, EE’ 
would move either to the right or to the left depending on whether 
the exemption is larger or smaller. If there is no exemption, EEF’ will 
move to the far left to coincide with the vertical axis, which is 
equivalent to a situation of an ordinary sales tax. Also, if the per- 
centage of refundable standard sales tax credit is higher, EE’ will 
move to the right, with a limit at $75 billion point, where the “per- 
centages” are uniformly 100 per cent for each income bracket; 
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therefore, the tax would have no progressivity. If the “percentages” 
are lower, EE’ would go to the far left with a limit set at the 
vertical axis, where we again find a situation of ordinary sales tax 
with regressivity. 

Obviously, if the consuming public responds sensitively to the tax, 
the gap can be closed with a lower rate, less tax revenues and larger 
amount of additional savings. So the slope of the “Consumption Ex- 
penditures Schedule,” or BD, works to determine the level of the 
gap-closing-rate; the amount of tax revenues; and the additional 
amount of savings caused by the saving-encouraging-and-consump- 
tion-discouraging nature of the tax. 


Il 


The analysis above illustrates the following theoretical and prac- 
tical merits of a progressive and refundable consumption tax as pro- 
posed by Professor Morton. 

1. Its compatibility with our incentive-and-free-economy in an 
emergency period. It is possible that we might be able to reduce the 
amount of direct controls by adopting such a tax as this. 

2. Its fairness due to its progressivity: the poor do not have to 
press their standard of living to a discouragingly low level, and the 
rich are given the incentive to save, thus providing a fair alternative 
to consuming. 

3. Its flexibility: the inflationary gap can be closed either by 
raising the rate sufficiently; or if necessary, by changing the amount 
of exemption and/or the percentage of the refundable standard sales 
tax credit. 

4. Its administrative simplicity."* 

5. Its favorable effect upon the post-emergency economy, where 
accumulated savings caused by the tax can be released to absorb the 
increasing supply of consumption goods.” 

6. And, finally, its ability to contribute much needed revenues for 
the Treasury, thus alleviating, at least in part, the necessity of infla- 
tionary deficit financing. 

18. This point is clearly demonstrated in Professor Morton’s own article. In fact, 


in comparison with the administrative complications of the spendings tax the pro- 
gressive consumption tax shows much of its superiority. 


19. If the dammed-up savings is excessive, the tax can also regulate its release 
to avoid post-emergency inflation 
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ABSTRACTS OF DOCTORAL 
DISSERTATIONS 


A STUDY OF SPECIAL POSTWAR RESERVES 
OF 134 MANUFACTURING CORPORATIONS* 


Stuart B. MeEap 
Michigan State College 


ALTHOUGH THIs STUDY considered the purposes and statement pres- 
entation of special postwar reserves, the primary objective was to 
ascertain the final disposition of these reserves. The survey was 
based on the annual reports of 134 large manufacturing corporations 
which had set up a postwar reserve during the early years of World 
War II. The group of companies was sufficiently representative of 
ten broad areas of industrial endeavor to reveal the general manner 
in which postwar reserves were closed. 

The study dealt with only one of several possible special reserves, 
namely, the one created to cover postwar reconversion costs. Recon- 
version was defined as all of the necessary costs incurred in the 
transition from a war economy to a peace economy. This definition 
would include the costs of physically rearranging plant and facilities, 
retraining and readjustment of employees, accelerated amortization 
of special war facilities, maintenance deferred as a result of war con- 
ditions, special war inventory losses and war contract termination 
losses. 

The extent of the non-use and the improper use of the postwar 
reserve was the most noticeable disclosure of the study. Of the 134 
companies surveyed, 36 made no use of the reserve, 20 used the 
reserve for contingent purposes only, and 57 companies made an 
overprovision. Therefore, only 21 concerns made full use of the 
original reserve provision for the avowed purposes for which the 
reserve was created. 

The primary result of the non-use of the postwar reserve would 
be the distortion of profits. Charging the reserve provision against 
war revenues, provided no proper use was made of the reserve, 


* A dissertation completed at Indiana University in 1950. 
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resulted in an understatement of the corporate net income figure in 
those years in which the provision was made. The study showed 
that profits would have increased from 3 per cent to 119 per cent if 
the reserve provision had not been deducted from war revenues. 

The main contribution of this dissertation would appear to be the 
establishing of certain criteria for the creation and use of postwar 
reconversion reserves. It is also another criticism of the methods and 
motives used in the creation of balance sheet reserves, especially 
those set up for contingencies. 








CONSUMERS’ CHOICE IN INSURANCE* 
AttcE M. Morrison 


THE CONSUMER’S PROBLEM of buying protection from financial loss 
has been separated from the problems involved in contracting for a 
savings program since many authorities agree that such a separation 
makes it possible for the consumer faced with a reduced income to 
decrease or stop saving, but to continue protecting his family against 
financial loss in the event of the death of the insured income pro- 
vider. 

Rational choice in buying protection from financial loss depends 
on ordering two types of factors, those under the individual’s con- 
trol (which choice is made) and those outside his control (the occur- 
rence of various external events). The development of a general 
theory of rational behavior in decisions involving partial knowledge, 
or ignorance, concerning what will happen has been presented by 
Von Neumann and Morgenstern.’ The application of their theory to 
decisions on whether to purchase life insurance, and how much to 
buy, creates a number of theoretical and practical problems which 
are considered in this thesis. 

Rational choice is assumed to require, among other characteris- 
tics, that the individual be able to state what mutually exclusive out- 
comes may result from each combination of controlling factors and 
to order them transitively in terms of his preferences. (Transitivity 
means that if A is preferred to B, and B is preferred to C, then A 
must be preferred to C.) The term “preference” is used in its wider 
meaning which includes the case of indifference. These orderings 
may be accomplished by associating with each outcome an entity 
called “utility” which is orderable, but not necessarily measurable. 

The two principles used in choice-making may be to maximize the 
minimum average utility or to minimize the maximum average 
regret. Some of the important concepts discussed are: 

1. Rational decisions, determined by maximizing the minimum 
average utility, which involve economic risk require measurable 
utility. 


* A dissertation completed at the University of Texas in 1951. 


1. J. von Neumann and O. Morgenstern, Theory of Games and Economic Behavior, 
2d ed. (Princeton: Princeton University Press, 1947). 
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2. Rational decisions on insurance, determined by maximizing 
the minimum average utility, do not require measurable utility. 

3. In those cases which show that each decision in the series of 
choices should be determined by the use of a random device with a 
fixed ratio between the indicated choices, the value of the ratio indi- 
cating the percentage of times each choice should be made, as deter- 
mined by Von Neumann and Morgenstern is the only value of the 
ratio which gives the maximum of the minimum average utility. 

4. Rational decisions on insurance, determined by maximizing the 
minimum average utility do not have solutions requiring random- 
ized behavior. 

5. Rational decisions involving insurance, determined by mini- 
mizing the maximum average regret, may require randomized be- 
havior. 
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FISCAL DEVELOPMENTS IN POSTWAR GERMANY 
AND THEIR ECONOMIC, POLITICAL, 
AND MONETARY BACKGROUND* 


G. C. WIEGAND 


University of Mississippi 


THE DISSERTATION PROVIDES a fiscal history of poswar Germany. 
Since allied records are still largely restricted, the author had to rely 
mainly on allied and German publications, supplemented by exten- 
sive interviews, the use of German government memoranda, and per- 
sonal letters and notes. 

Developments in postwar Germany fall into three periods, reflect- 
ing the gradual deterioration of American-Russian relations. From 
1944 to the spring of 1947 co-operation between East and West was 
reasonably effective and a degree of fiscal uniformity was main- 
tained, even though from the very outset the supposedly uniform 
Control Council laws were interpreted somewhat differently in the 
four zones. As a whole, fiscal measures were constructive, despite 
the official policy that no steps were to be taken “designed to main- 
tain or strengthen the German economy” (JCS-1067). 

With the deterioration of American-Russian relations, American 
policy toward Germany changed. The Clay Directive of 1947, for 
instance, called for “an increasing standard of living in Germany 
and the attainment at the earliest practical date of a self-sustained 
German economy.” An interim period of more than a year, however, 
elapsed before the new policy was implemented by a revision of the 
fiscal laws. 

The third epoch began with the currency reform of 1948 which 
precipitated the American-Russian break and the division of Ger- 
many. Eastern Germany fell under communist control, while west- 
ern Germany gradually regained her fiscal sovereignty and elimi- 
nated some of the fiscal features introduced by the allies. 

One of the fiscal experiments of the postwar years was the Amer- 
ican attempt to achieve a high degree of political decentralization by 
means of fiscal decentralization. The attempt failed to a large extent. 
Since 1950 the trend has been toward greater concentration of fiscal 
powers in the hands of the Bund, even though the burning constitu- 


* A dissertation completed at Northwestern University in 1950. 
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tional issue of the “Finanzausgleich” (allocation of fiscal powers 
between the Bund and the Laender) has not been finally settled. 

Other fiscal experiments included the provision in the Interim Tax 
Law of 1946 which eliminated all special deductions benefiting large 
families in order to hamper the “breeding of future soldiers.” The 
measure was eventually repealed. More lasting were the effects of 
the fiscal laws adopted after 1948 in the Russian Zone which pro- 
vided for much higher income taxes for private corporations and 
“socially undesirable” professions (lawyers, accountants, etc.) than 
for socialized enterprises and “socially desirable” professions. 

In all four zones tax rates at times apparently exceeded the opti- 
mum level resulting in lower total revenues. German experts esti- 
mated that as late as 1949 (after numerous reductions) taxes in the 
low-income brackets were eight to ten times as heavy as in this 
country. Taxes, including social security, absorbed more than 40 
per cent of the national income. About one-fourth of government 
revenues went toward paying occupation cost. 
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A HISTORY OF MONEY AND BANKING 
IN ARGENTINA* 


A. M. QuINTERO-RAMOs 
University of Puerto Rico 


THIS THESIS WAS AIMED at presenting a complete picture of develop- 
ments in money and banking in Argentina from the colonial times to 
the present day. The factual information was mostly obtained from 
original sources, in Buenos Aires. 

During the Colonial Period (1500-1810), barter prevailed, the 
Spanish peso serving merely as standard of value. 

The nineteenth century was characterized by huge note issues, 
undertaken both by the government and by private institutions. 
Except for brief intervals, these issues were irredeemable. Gold 
sold at fat premiums. 

The gold coin standard began to function in 1903 in harmony with 
legislation passed in 1881 and 1899. Specie payments were sus- 
pended in 1914, resumed in 1927, and suspended permanently in 
1929. 

All note issues made between 1893 and 1930 were wholly backed 
by gold held by the Conversion Bureau, the government issuing 
agency. The first fiduciary issues of the twentieth century were made 
against documents rediscounted with the Conversion Bureau (1931) 
and against government debt (1932). 

The Central Bank was established in 1935 and made depository 
of part of the commercial bank reserves and sole issues of currency. 
The government, the banks, agriculture, commerce and industry 
had representation in its Board of Directors. In 1946 the govern- 
ment became the sole owner of the institution. A fantastic expan- 
sion of credit and a substantial decline in gold and foreign exchange 
reserves then took place. Consequently, the bank was exempted 
from its obligation of maintaining any metallic reserves against its 
note- and deposit-liabilities. 

Exchange control was instituted in 1931. Under this system, the 
peso has undergone alternate periods of appreciation and deprecia- 
tion. Since 1946, the tendency has been toward depreciation. In 
August, 1950, the official buying rate valued the peso at U$S 0.20. 


* A dissertation completed at New York University in 1950. 
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Selling rates ranged all the way down to U$S 0.0684. This compares 


with $0.4245 U.S. gold at former gold parity of the dollar, a rate | 


which held up to 1930. 

Changes in money and banking in Argentina through World War 
II were geared to political and economic changes in Great Britain. 
Changes since 1946 are explained on the basis of Argentina’s nation- 
alistic program to which all resources had to be directed. Thus, 
credit was mainly extended in terms of goods and foreign coins. This 
caused extreme hardship among immigrants, importers, and others 
who had to transfer funds abroad. This appeared to be the bitter 
way to self-sufficiency, a goal that still seems to be so far away. 
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SOME THEORETICAL ASPECTS OF THE 
FEDERAL TAXATION* OF CAPITAL 
GAINS AND LOSSES 


GEorGE F. BREAK 
University of California 


THE STUDY ATTEMPTS to answer the question of whether or not 
capital gains and losses should be taxed as income. The method used 
is a theoretical analysis of the nature of the concept of income with 
special reference to taxation problems. 

General agreement that income refers to some, but not all, incom- 
ing items points up the need for one or more criteria by means of 
which incoming items may be classified as income and non-income. 
A number of such criteria are set forth, briefly evaluated, and the 
conclusion reached that the gain criterion, according to which the 
essential characteristic of income is gain to some person or group 
over a specified period of time, is the most basic and important. 

Gain, in turn, implies that capital be maintained in some sense. 
Three interpretations of capital maintenance are distinguished: (1) 
original value sunk, whereby capital means the original cost or value 
of a capital asset, (2) replacement value sum, whereby capital means 
the cost of replacing a capital asset, and (3) automatic replacement, 
whereby capital maintains itself automatically, thus eliminating 
from income calculations any specific provision for capital main- 
tenance. Five distinct concepts of income result, since income com- 
putations based on either the first or the third interpretation may be 
made in either money or real terms (the second interpretation leads 
only to a real concept of income). Detailed analysis of these five 
concepts leads to the conclusion that for tax purposes the straight 
money version of the original value sunk conception is superior un- 
der all conditions and for all types of income. 

Practical considerations, however, prevent comprehensive use of 
the pure original value sunk concept: (a) the automatic replacement 
concept must be used for income received from the sale of personal 
services; (b) taxable income will often need to be calculated as it is 
realized rather than as it accrues; and (c) certain consumption 
assets will have to be excluded from full original value sunk treat- 


*A dissertation completed at the University of California in 1951. 
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ment. The effects of these modifications are separately considered, 
together with practical methods of minimizing the resulting de- 
parture from the pure original value sunk concept. 

Subject to these modifications, then, capital gains and losses 
should be fully incorporated in taxable income. This conclusion, 
resting as it does on theoretical analysis alone, apart from any em- 
pirical evidence as to the effects of an income tax on capital gains 
and losses, must be regarded as tentative. Nevertheless, it does 
establish a presumption as to the proper tax treatment which should 


obtain in the absence of convincing empirical evidence to the con- 
trary. 


wo 


~~ oe hor 


Serpe Se 





A POSITIVE PROGRAM FOR FEDERAL 
DEBT MANAGEMENT* 


James B. LuDTKE 
University of Massachusetts 


THIS STUDY IS CONCERNED with an analysis of various ways the 
federal debt may be managed with a view toward the ddvelopment of 
a “positive program for federal debt management.” 

One of the major tasks undertaken is that of the selection and 
establishment of goals for debt policy. Another major problem is an 
evaluation of the effects of the existing institutional framework upon 
the formulation and implementation of debt policy. 

Given the nature of operational goals, makeup of policy-formu- 
lating agencies, investment requirements of major debt-holding 
groups, and structure and composition of existing debt, changes in 
ownership patterns, maturity patterns, and rates of interest are 
examined. The analysis proceeds to an investigation of the manner 
and degree to which changes in these debt variables contribute to the 
attainment of established goals of debt policy. 

For the purpose of the study, the following goals are accepted as 
being uppermost in the minds of officials responsible for policy- 
making decisions: (1) the maintenance of confidence in the credit 
of the United States government, (2) the promotion of a sustained 
rate of economic growth and relatively stable commodity prices, 
(3) the maintenance and promotion of private financial institutions. 

The findings of the study are summarized in the form of a general 
set of policy recommendations. 

The findings support the contention that variation in policy as a 
means of promoting a net rate of capital formation, full employ- 
ment, and price stability is possible. However, the considerations 
which must be made in regard to goals (1) and (3) restrict the free- 
dom of choice of debt policy. 

The present pattern of debt ownership is conducive to the main- 
tenance of full employment and adequate capital formation, but, 
under certain conditions, is a threat to price stability. Shifts in debt 
ownership affect the supply of money, velocity of its circulation, size 
of bank reserves, structure of interest rates, debt maturities, and the 


* A dissertation completed at Princeton University in 1951. 
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asset composition of debt holders. Changes in these variables influ- 
ence the level of aggregate demand, and this in turn influences the 
level of employment and/or prices. Through certain shifts in debt 
ownership, debt policy may contribute to the attainment of estab- 
lished operational goals. 

The rates of interest on federal securities may also influence the 
level of aggregate demand through effects on capital values, size of 
debt service changes, distribution of income, size of desired cash bal- 
ances, volume and allocation of investment, and volume and alloca- 
tion of savings. Generally, in the long run, interest rates are to be as 
low as is consistent with relatively stable commodity prices. 

Variation in maturity is primarily a means of promoting changes 
in ownership and interest rates. In addition, periodic intervals in the 
spacing of maturities facilitate alterations in the structure of interest 
rates. 

Debt policy is not as effective as might be the case for other in- 
struments of economic control, such as deficit spending. This does 
not imply that changes in debt policy should not be employed as a 
part of over-all economic control. Debt policy is a vital factor in the 
creation of conditions which are conducive to the effectiveness of 
monetary and fiscal policy. 
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BOOK REVIEWS 


Business Finance 


Organizing and Financing Business. By JosEPpH H. BoNNEVILLE and LtLoyp E. 
Dewey. Fifth edition; New York: Prentice-Hall. 1952. Pp. xi+401. $4.75. 


The major topics covered and order of treatment are: (1) organizing a busi- 
ness, including choice of form of organization, (2) organization and manage- 
ment structure of a corporation, (3) stock, (4) long-term debt, (5) capitaliza- 
tion, (6) financing internal expansion, with brief treatment of marketing securi- 
ties, (7) financing working capital requirements, (8) surplus, dividend, and 
reserve policies, (9) investment of business funds, (10) business relationships 
with banks, (11) credit and collections, (12) insurance against business risks, 
(13) combinations, (14) failures and reorganizations. 

From this summary it is seen that the book follows the general textbook 
practice in finance, except that inclusion of a chapter on insurance probably is 
exceptional. Perhaps the most serious criticism of its coverage is one to which 
most of the current textbooks are subject, namely, failure to give adequate at- 
tention to the techniques of obtaining and managing current funds. This is a 
question dealt with nicely by Professor Mors in his review of the new edition 
of Gerstenberg, Financial Organization and Management of Business, in The 
Journal of Finance (March, 1952), pp. 93-94. 

The tone of the book is indicated in the Preface by the statement, “The text 
matter is intended to be elementary in character, in order to avoid involvements 
and technicalities that naturally must enter advanced reading in finance.” The 
combination of this expressed intention and the language of the book succeeded 
in maintaining throughout for this reviewer the impression of the professor 
delivering his simplest explanations and descriptions to elementary students in 
a survey course. In this sense the author’s objective has been achieved. A book 
with such simplicity of language probably has been sought by many teachers of 
elementary finance courses. 

A number of weaknesses in the book need to be mentioned. One is the handling 
of classifications and definitions in the early chapters. The classication of types 
of commercial businesses (pp. 3-4), contains apparent inconsistencies which 
can hardly fail to confuse the student. Also, the important term “working cap- 
ital” was used casually in chapter ii (p. 16), but not defined until chapter xiv. 
Again, it does not seem wise to define the term “capital goods” (p. 10) to in- 
clude such liquid items as cash and inventories along with various fixed assets. 

Another weakness is the use of many illustrative examples and footnote ref- 
erences to other works which date back to the 1920’s. In view of the many 
important income tax considerations in choice of form of organization and in 
financial management of a business nowadays, failure to include any concrete 
discussion of income taxes must be put down as a further weakness. Especially 
in the smaller or medium-sized enterprise, income taxes can be the deciding fac- 
tor in some aspects of business policy. Even for elementary students, some cov- 
erage of this subject is essential. 
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There are some other technical points on which this reviewer is not con- 
vinced as to the soundness of the authors’ stand, but which do not warrant men- 
tion in a brief review. But there is one further serious criticism. Both the authors 
and the publisher have been guilty of carelessness in overlooking numerous 
small errors in the book which should never be tolerated in any competent 
work. There are misnumbered footnotes; incomplete footnote references; nu- 
merous mistakes in English; incomplete headings; and a variety of other miscel- 
laneous errors so numerous that probably a complete re-editing is needed to 
make the book presentable. If that is done, it could be a worthwhile contribution 
to elementary business literature. 

Roperick F. McDoNnaLp 
Michigan State College 


Introduction to Business Finance. By Bion B. Howarp and MILLER UPToN. 
New York: McGraw-Hill, 1952. Pp. x+565. $6.00. 


This short volume might well be titled Jntroduction to Financial Administra- 
tion. Its authors have definitely and deliberately abandoned the traditional busi- 
ness finance textbook pattern and content, though they are clearly undertaking 
to develop a textbook suitable for college courses in the field. This book makes 
going-concern administration its chief concern, severely de-emphasizes both 
business organization (partnerships, corporations, incorporation, corporate 
articles, etc.) and securities forms, and does its best job in the sections on 
short- and medium-term financing. On all these points it is indeed unique. 

The twenty-three chapters are grouped into six sections, dealing in turn with 
(1) financial organization (60 pp.), (2) financial analysis (108 pp.), (3) budgets 
and financial planning (128 pp.), (4) short-term financing (105 pp.), (5) inter- 
mediate- and long-term financing (82 pp.), and financial problems (46 pp.). 
Wherever possible the presentation is built around principles rather than insti- 
tutional description—for exainple, chapter ii treats of “Organization of Business 
to Share Risk, Income, and Control,” instead of successively discussing partner- 
ships, creditors, corporations, and bondholders. This method of presentation has 
enabled the authors to keep their paragraphs applicable to both large and small 
business in more than usual degree. It has also served to make essential insti- 
tutional description more difficult than usual, but the authors write with clarity 
and precision, hence this handicap is largely overcome. 

The initial section on financial organization and the later treatment of long- 
term financing are so brief that one must conclude that the authors expect their 
readers to have previous preparation in the area, possibly in the type of course 
commonly entitled “Introduction to Business” or “Business Organization.” 
However, this reviewer believes that a more extended treatment would have 
been desirable. The section on financial analysis makes use of financial state- 
ments, ratios, and historical analysis to teach financial principles. The objective 
of teaching financial principles is accomplished, but the authors spend a major 
amount of space in explaining accounting terms and concepts which should be 
familiar ground to people with three or four semesters’ work in accounting. 
The material on budgets and financial planning lacks somewhat in the presenta- 
tion of alternative methods and in what might be called budget administration, 
but the chapter on “Development of a Detailed Budget” is outstanding, and the 
whole section must be rated good. The chapter on “Promotion and Expansion” 
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is realistic and strong, and those on short- and intermediate-term financing are 
excellent. The last two chapters deal with sale or exchange of business properties 
and with the handling of financial embarrassment; they are sound but exceed- 
ingly brief. 

The book is readable, well indexed, makes effective use of tables in illustrating 
principles, and is well manufactured. The authors introduce many topics which 
they do not attempt to develop—as examples, the process of incorporation, the 
whole field of corporate and business-related taxes, and business use of leased 
property may be mentioned—which will give instructors the opportunity to sup- 
plement the text as they choose. 

As in all short and specialized books, many topics are practically omitted; in 
this case the omissions include such items as management compensation, stock- 
holder relations and policy, and employee pension plans. Close readers will note 
that the policy of expounding “financial principles” in the text has caused the 
book to present the “one best way” rather than alternative methods in many 
situations, and to cite in relatively few instances the steps actually taken by 
known firms; but this is not necessarily a major defect. Finally, this reviewer 
finds few instances of error or phrases which mislead; the authors might have 
used the newer term “income statement” instead of “profit and loss statement,” 
and they assign railroad bankruptcy cases in one instance to Section 77b (p. 
546), but these are the usual infrequent and minor “bugs.” 

This book makes an effective departure in the direction in which most of 
us have wished to go in our business finance courses. Some of us, those whose 
students have already had courses in business organization and forms, will find 
the book highly suitable; many of us will need to supplement it extensively 
with the Financial Handbook, one of the other texts in the field, or a reading 
list. The book is about average in reading difficulty among its principal com- 
petitors. 


Book Reviews 


Joun C. CLENDENIN 
University of California, Los Angeles 


Money and Banking 


Managing Your Money. By J. K. Lasser and Sytvra F. Porter. New York: 
Henry Holt & Company, 1953. Pp. xiii + 430. $4.00. 


The authors advise that “if a member of the family dies in a distant place 
and the body is to be shipped home, you should investigate both railroad and 
plane fare for such transportation. Railroads require the purchase of two 
tickets, whether or not the body is accompanied. At the present time, air- 
lines do not ask the purchase of an extra ticket.” And did you know that “a 
woman suffering from hay fever and asthma recently was allowed to deduct her 
expenses of a trip to Florida?” Or that travel cost of sending a child suffering 
from bronchitis to school in Arizona, plus the cost of staying at the school, 
is deductible? Are you aware that the approximate cost for $25,000 of in- 
surance (at age 35) is $1,020 per annum if you have a 20-payment life policy 
but only $255 if your policy is 5-year renewable term? 

These are but a few of the amusing little financial facts which fill this very 
readable volume. It is written, as the authors put it, in “bread and butter” 
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style, and indeed at times the attempt to keep it simple brings it down to a 
high-school—or lower—level. There are, however, a number of chapters, such 
as those on social security, insurance, and, particularly, taxes that college stu- 
dents will find challenging. This latest of personal finance books will appeal 
more to those who have liked and used Jordan and Willet and Hanson in the 
past than to those who have preferred the more solid, comprehensive, and de- 
tailed treatment of Donaldson. 

There are some new and interesting features, among which are a chapter 
on “mutual funds” and one on “financial planning for illness, accident and 
death,” as well as some limiting ones, such as a most inadequate, three-page 
chapter on “How Banks Help You Establish a Business,” in which “general 
bank lending and investment policies” are covered in half a page. Only six 
pages are devoted to all types of savings, except government bonds to which 
twenty-two pages are allotted. Mutual funds, with their $3 billion of investor 
funds, are given ten pages; savings and loan associations, with $16 billion, are 
treated in not quite two pages. 

The first three chapters (of a total of twenty-eight on budgeting, controlling, 
spending, and increasing income) are taken very largely from the authors’ 
How To Live within Your Income (1948). There are six chapters on various 
phases of housing, including a novel one entitled “Getting the Best Rent Deal.” 
The best chapters, in this reviewer’s opinion are those on taxes. This is, of 
course, to be expected in view of Mr. Lasser’s special talents in this field. 
There are no sources, no footnotes, no readings, no problems in the book. In 
general, one gets the impression that this is an excellent text for the “extension” 
or “general studies,” or “adult education” divisions, but does not displace 
Donaldson as the preferred text for college-level finance courses. 


College of the City of New York Jasons B. Comen 


International Finance 


Low Tariff Club. By Counctt oF Europe. Strasbourg, France: Secretariat-Gen- 
eral, Council of Europe, 1952. Pp. 118. $.75 (paper). 


The Council of Europe is an organization of foreign ministers who are work- 
ing to unify the European countries which are members of the North Atlantic 
Treaty Organization, plus Sweden and Ireland. It has issued this brief book 
in an effort to point the way toward lower tariffs between European countries, 
a matter of interest to all students of international finance. 

Approximately a fourth of the volume is devoted to Mr. Bertil Ohlin’s 
proposed Low Tariff Club. The major portion then presents a general discussion 
of the policy implications and advantages of a European customs union. Fol- 
lowing this is an excellent review of such recent efforts in behalf of world-wide 
tariff reduction as the International Trade Organization (ITO), the General 
Agreement on Tariffs and Trade (GATT), the Benelux plan, and the Schuman 
plan. 

The Low Tariff Club plan involves a set of tariff ceilings including a top 
rate of 35 per cent with 25 per cent on finished goods and on food, 15 per cent 
on semifinished goods, and 5 per cent on raw products. These ceilings are to be 
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reached in three stages, i.e., 70 per cent application to the total import trade 
of each nation in the first year; 80 per cent application the second year; and 
90 per cent application the third year. Then, during that third year, it is pro- 
posed that a conference shall be held to study the possibility of 100 per cent 
application of the ceiling rates. 

The chief problems which are recognized and inveighed against are: (1) the 
tradition of nationalism; (2) the difficulties inherent in downward tariff revi- 
sions; and (3) the difficulties involved in a preferential tariff system in which 
Europeans would presumably retain a higher scale of tariffs against the products 
of non-European countries. There is little concern over the adjustments which 
enterprisers and laborers would have to make when some firms fail and others 
expand in the single European market which would result from a successful 
implementation of the plan. 

The Council of Europe has decided that it must advocate a regional low- 
tariff agreement for Europe in spite of the possibility of adverse reactions from 
non-European countries. But the council seems to overlook the problems of 
trade between western Europe and the Iron Curtain countries. Perhaps this 
omission was purposeful and is covered by reference to the fact that all Euro- 
pean countries are invited to participate in the Low Tariff Club scheme (p. 15). 
But surely these practical men do not suppose that a European trade area 
might exist half in and half out of the communist bloc of nations. And if no 
communist satellites join the Low Tariff Club, then what adjustments shall 
be made for the lack of trade which has always existed between eastern and 
western Europe? 

It must be said, however, that the council’s general justification of low tariffs 
and its account of the progress made in the last decade provide an excellent 
groundwork for the “trade, not aid” idea. And for those who subscribe to the 
proposal that Europe should unite, or at least that it should establish a customs 
union, this booklet presents many of the pitfalls with realism, though it ex- 
presses a spirit of hope. 


oa Cae ; E. BRYANT PHILLIPS 
University of Southern California 


Major Problems of United States Foreign Policy, 1952-1953. International 
Studies Group of the Brookings Institution. Washington, D.C.: The Brook- 
ings Institution, 1952. Pp. xiv + 412. $2.00 (paper); $4.00 (cloth). 


This is the sixth volume of a series of annual analytical surveys intended 
to promote general understanding and teaching of problems in world affairs. 
The series is well established by now and has proved its usefulness. 

The 1952-53 volume follows the accustomed pattern: a survey of the present 
position of the United States in world affairs and a discussion of present prob- 
lems, subdivided functionally (political, economic, military), by areas, and 
by institutions, e.g., the U.N. “A Problem Paper” is added, this year treating 
raw materials but actually limited to scarce strategic materials. Maps and 
charts are interspersed, and a brief definition of terms and a very good bibliog- 
raphy follow. 

For a fast orientation to areas and aspects of political importance the book 
is as excellent as were its predecessors. The reader interested mainly in economic 








360 The Journal of Finance 


problems will find points of contact between economics and international policy. 
The importance of economic problems, however, seems to shrink in the series 
year by year, yet the overshadowing of economic factors by political and mili- 
tary ones is itself information worth pondering by the economist. The reader 
can almost observe the train of thought of the writer switching from the 
economic track. 

For instance, the main economic problems of Latin America (misnamed 
“Western Hemisphere”) are enumerated as poverty, health, and social services. 
The solution discussed is investment, both private and governmental. Subse- 
quently the “Main Issues” discussed are “military co-operation,” and “internal 
security,” “strategic materials,” and economics has all but disappeared by sleight 
of hand. In the discussion of investments, the reviewer seems to discern a 
tongue resting in a cheek for a fleeting moment: “The government of the 
United States has deemed it advisable to help economic expansion in Latin 
America through means appropriate for governmental activity” (p. 298). 

The method used for presentation of the problems is strangely reminiscent 
of medieval scholastic writing. Whenever possible, and sometimes when not, 
the discussion is divided into ‘main issues,’ “alternative goals,” “alternative 
solutions,” with numbered points “in favor” and “against” every alternative. 
In the Foreword it is stated that this is the method used at the policy-making 
level of the federal government. 

It is obviously a method which can make the scope of deliberation broad 
and versatile if it is not used as a procrustean bed of its own. As here used it 
sometimes dissects issues into parts which are neither of equal weight, nor ex- 
haustive, nor even logical. The method furthermore creates a very deceptive 
impression of simplicity, conciseness, and completeness. The whole elaborate 
dialectic makes it unnecessarily hard to extract pertinent information from 
unexpected places. 

Nevertheless, the important thing is that the main issues and information 
are there. In some cases the economist would prefer figures to the descriptive 
terms used, but then, for anything but a quick orientation one may turn to 
the excellent bibliography. The reviewer has used the series to his satisfaction, 
mainly for the location of questions and of focal issues for the analysis of 
questions. The series also provides the best way known to the reviewer for 
a fast location of areas where economics and international policy intersect. 
Taken all in all, the whole series, including the 1952-53 issue, serve exceedingly 
well the economist who wants to keep abreast with current issues on the political 
fringe of his specialized interest. 


REDERICK G. REUusS 
Goucher College " ? 


Public Finance 


Depreciation Adjustments for Price Changes. By E. Cary Brown. Boston, 
Mass.: Harvard Business School, 1952. Pp. xiii ++ 161. $3.25. 


According to the author, “this study deals only with changes in depreciation 
allowances for tax purposes. Conclusions reached regarding tax policy are not 
necessarily applicable to those regarding accounting policy. This latter ques- 
tion is a wholly separate one, outside the boundaries of our study” (¢p. 8). 

The nature of the effects of price changes on depreciation and business 
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profits is developed, followed by estimates of the magnitude of profit distortion 
for business as a whole and for industries by groups. The effects on profit-after- 
taxes and on the working capital status of firms if so-called replacement-cost de- 
preciation were adopted are treated, as are business practices in adjusting de- 
preciation for price changes. 

The basic question raised in the study is: How far should we go and what 
seem to be the consequences—both in equity and in economic effects—of ad- 
justing taxable business income for changes in the price level? From the equity 
standpoint, Mr. Brown concludes that this type of tax relief would benefit the 
owners of depreciable assets relative to owners of financial assets (during rising 
prices). From the viewpoint of effects on the economy, replacement-cost de- 
preciation would be “mildly destabilizing.” The development of these ideas 
constitutes the principal contribution of the study. 

Mr. Brown suggests that “the more certain step toward reducing economic 
fluctuations through depreciation changes would be to require the continuance 
of historic-cost depreciation for tax purposes and to encourage the switch to 
replacement-cost depreciation for book purposes. The stabilizing effect of the 
present method of tax collection would be continued, and a gain could be 
achieved through a reduction in the fluctuation of business profits as shown 
in present financial reports” (p. 15). 

One weakness of the study relates to the emphasis on replacement cost. Ac- 
countants generally accept the concept that depreciation is a process of cost 
allocation, and not one of provision for replacement or of valuation. Mr. Brown 
fails to bring out clearly that there is a very real .snceptual difference, in 
attempting to give accounting recognition to price changes, between depreciation 
based on cost of replacement and depreciation on historical cost adjusted for 
purchasing power changes, i.e., according to changes in the general price level. 
And there is growing recognition, especially among accountants, that the latter 
is the only alternative compatible with a philosophy of income determination 
based on matching of costs and revenues. Since Mr. Brown’s primary concern 
is with tax effects, however, this point is not as significant as it might other- 
wise be. 

This book will be read with interest by specialists in taxation, finance, ac- 
counting, and national income economics. 


. ae , ROBERT E. WALDEN 
Indiana University 


Economy in the National Government. By Paut H. Dovuctas. Chicago: Uni- 
versity of Chicago Press, 1952. Pp. vii + 277. $3.75. 


The thinking of statesman, scholar, economist, and teacher is reflected in 
this small book. As a fearless statesman, dedicated to serving the general wel- 
fare and not special interests, Senator Douglas shows how government spend- 
ing can be reduced. Not content with generalities and half truths, his proposals 
for balancing the budget reflect the research of a scholar. With economic in- 
sight, the author discusses inflation and compensatory government spending. 
Excelling as teacher, Dr. Douglas develops his thesis with simplicity, sincerity, 
and lucidity in terms which all can comprehend. 

Senator Douglas proposes neither deficit spending, leading to a spiraling price 
level, nor excessive taxation. “If the overwhelming proportion of people work 
either directly or on contract for the state,” he says, “men and women will 
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be afraid to speak or act as free human beings, lest they lose their livelihood.” 
He gives convincing proof that over $73 billion can be saved and still have “a 
country strongly prepared for defense” and “a welfare program designed to raise 
the standards and opportunities of the under-privileged.” 

Included in his proposals are 10 per cent cuts in the personnel of the De- 
partment of Agriculture, the State Department, and the Veterans Administra- 
tion. These economies are to be made without dropping an undue number of 
lower-grade employees, which would make staffs top-heavy. Subsidies to wealthy 
silver mining interests, beet sugar producers, shipbuilders, ship operators, air- 
lines carrying mail, and postal subsidies to magazines supported by advertisers 
are deemed unnecessary. Military expenditures can be cut by $4 billion by 
eliminating waste arising from over-buying far in excess of foreseeable needs, 
fabulous mark-ups, unnecessary luxuries, unjustifiable flying bonuses, contract 
letting on a cost-plus basis, and extravagance covered through renegotiations. 

Public works and welfare programs can be trimmed to defense needs in 
keeping with the principle of compensatory government spending. Unpaid in- 
terest on federal loans to federal corporations can be recouped. Nearly $24 
billion can accrue by closing tax loop-holes. The economies which Senator 
Douglas suggests are not exhaustive, but they serve as a good antidote to those 
who maintain that government spending cannot be cut in times like these. They 
should alert Congress and the public to opportunities for a sounder fiscal policy. 

In revealing how the Bureau of the Budget operates, Senator Douglas demon- 
strates that it can do little to attack the problem of unnecessary federal spend- 
ing. Congress alone is in a position to eliminate this waste, but Congress cannot 
fulfil its responsibility unless it has more objective information. Budget hear- 
ings, although filling thousands of pages of testimony, usually contain only 
statements supporting the request for funds. 

Senator Douglas proposes a Budget Office for Congress to supply legislators 
with facts to evaluate budget proposals. Although some may see an incon- 
sistency in adding to the federal payroll when a reduction in spending is the 
desired goal, Senator Douglas leaves the reader with the impression that the 
economies which such an office could effect would greatly offset its cost. How- 
ever, this office could not solve the timing problem of the single budget favored 
by Dr. Douglas. Neither could it keep Congress from losing control over ex- 
penditures for contracts or continuing projects authorized by past Congresses. 

This contribution to the art of public finance makes an excellent handbook 
for congressmen. It should be required reading for all college students; it 
would produce a long-term effect greater than its immediate impact. By attest- 
ing that the democratic process brings to Congress men who are dedicated to 
promoting the general interest, the book strengthens our faith in democracy. 
University of California eam C, Forte 

Davis, California 


State and Local Taxation. By Jerome R. HELLERSTEIN. New York: Prentice- 
Hall., 1952. Pp. xxvii + 871. $9.75. 


This extensive work combines in the one volume cases and materials designed 
for the study of the major problems, both constitutional and interpretative, of 
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the principal forms of state and local taxation. Two introductory chapters deal 
with “The Development of the American State and Local Tax System” and 
“Preliminary Materials.” In this latter chapter the section concerning the con- 
struction and interpretation of tax statutes is most interesting and instructive. 

There are chapters upon business taxes (within which is included sales taxa- 
tion), death, gift and personal income taxes, and property taxes both real and 
personal. In addition, other chapters consider the constitutional limitations upon 
state and local taxation as they relate to uniformity and equality, the inter- 
state commerce clause, imports and exports, the equal protection of the laws, 
and the due process clause. Two chapters are devoted to exemptions from taxa- 
tion and two to tax procedures in regard to assessment and collection of taxes 
and the taxpayer’s judicial remedies. 

The author has emphasized the allocation problem by including reports upon 
it from the National Tax Association and the New York State Tax Commission. 
The introductory notes to the several chapters (sales tax and property tax, 
for instance) are designed to provide a concise historical factual background 
for the ensuing case studies. The “notes and problems” at the conclusion of 
chapter sections are conveniently subdivided and classified to contribute to 
elaboration and clarification of the subject matter. Suggested student assign- 
ments are interspersed throughout the text. There are a table of cases cited 
and an index. 

The author states that his purpose has been to provide the materials for a 
rounded course in state and local taxation. He observes that there are analyses, 
comments, discussion of cases not printed, and law review and other biblio- 
graphical materials. He suggests that law students have not been sufficiently 
informed on the economic aspects of taxation and attempts in some measure 
to meet that need, although this reviewer doubts that short of a substantial 
course in the economics of taxation the void could be filled. 

The book is intended to be used in conjunction with the tax statutes and 
regulations of the individual state and not to be considered as emphasizing 
beyond its proper role the federal constitutional aspect of the subject. The 
design is to introduce the student to the basic problem of statutory construction 
of the major kinds of taxes employed by the state and local governments. 

Much time and effort obviously have been devoted to this work. It is well 
planned and organized and gives clear evidence of judicious selection of cases 
and material. It is well documented. The reviewer is left with a feeling that 
long-continued and prodigious endeavor alone could culminate in the distinctive 
contribution this work has made to the field of state and -local taxation. 


—- ; , Marve M. STocKWELL 
University of California at Los Angeles 


Effects of Taxation: Corporate Financial Policy. By DAN THROoP SMITH. 
Boston, Mass.: Harvard Business School, 1952. Pp. xii + 301. $3.75. 


So far as the general structure of this book is concerned, it contains some 
256 pages exclusive of Appendix and is divided into two major parts. Part I 
relates the subject matter to widely owned corporations, and Part II deals with 
closely controlled corporations. In all there are ten chapters equally divided 
between these two major parts. The Appendix itself is composed of two sections, 
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Appendix A supplying text material and statistics concerned with “Data on 
Listed Stock Prices, Book Values, and Earnings” and Appendix B covering 
“Data on Corporate Earnings” in the same manner. There is good reason to 
believe that this appendix material will be considered the most important part 
of the book by many readers. 

It is probably fair to say that there are few books that could offer a re- 
viewer greater difficulty. The subject dealt with is itself probably too broad 
and elusive to permit adequate treatment. In both the Preface and Introduction 
the author tries to overcome this innate difficulty by establishing limits to 
which the study will be confined. On the other hand, it is quite apparent that 
the author has applied himself diligently to the task assigned him and in many 
ways evidences a very deep and thorough grasp of financial relationships. It 
is definite, too, that a careful reader will have improved his own understanding 
of these relationships by participating with the author in his many mental 
exercises concerned with the points discussed. 

It is also safe to say that here is a book that must be reviewed by many 
individuals with different backgrounds in order to secure a fair over-all ap- 
praisal. Undoubtedly its impact will vary widely. To this reviewer, Part II is 
far more illuminating and worthwhile than Part I. It is in this section that 
the author makes the most thorough analysis of the federal tax laws and 
relates the significant provisions to capital structure policy. In fact, his very 
learned discussions along this line have the effect of counteracting any dis- 
pleasure the reader might have for the almost complete use of a priori reason- 
ing throughout the book in place of primary research. The only deviation from 
this basic deductive approach is occasional reliance upon ideas and attitudes 
secured from field interviews and reference to illustrative cases. 

From the over-all standpoint this reviewer, in justice to his assignment, must 
admit to general disappointment. Probably the main reason for this is that he 
expected the book to be a research study into the effect of taxes, both in fact 
and potentially, upon corporate financial policy in the broadest sense of the 
term. So much is needed in this regard in order to be able to judge more ex- 
pertly the many presumptions that exist in regard to the matter! Instead of 
doing this, the study is almost wholly concerned with reviewing and explaining 
certain basic principles of business finance and major features of the federal 
tax laws—primarily, of course, the income and capital gains taxes. 

This statement should not be interpreted as suggesting that the work is 
sterile, that it is without interpretation. It is not. But although there is a goodly 
amount of interpretation, it is wholly an expression of opinion of one person, 
who, admittedly, has thought conscientiously about the subject. 

This reviewer finds it difficult to determine the audience for which the book 
is most suited. For reasons already cited, it is not of fundamental value to 
the professional man, except as any exercise no matter how repetitive con- 
tributes to growth and temper of the muscles. Although it deals at great lengths, 
what is more, with some basic financial principles, such as common stock 
dilution, capital structure leverage, relative cost of debt and equity, and stock 
rights, the writing style is too scholarly to permit its use as basic beginning 
text material. 

Also, the author’s attachment to percentages as an arithmetic device for ex- 
plaining many of the relationships involved obstructs understanding rather 
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than facilitates it. Particularly is this so when he shifts bases in his reasoning 
without informing the reader. It is possible that the type of person who could 
best profit from reading the book is the small business man or investor who 
is unaware of these basic principles of finance and the provisions of the federal 
income tax laws. So far as the basic content is concerned this is definitely so. 
But, again, the style of writing and heavy reliance upon refined arithmetic re- 
lationships would prove ponderous to them as well. 

Almost everyone, this reviewer feels sure, would agree after reading this 
book that a major original research of the effects of taxation on corporate 
financial policy still needs to be done. This statement is not intended to be 
any reflection on the author, however. Undoubtedly a basic “shake down” study 
of this type is necessary before any fruitful voyage of discovery in these un- 
charted waters could be expected. 

The question can even be raised as to whether or not, because of the multi- 
plicity of variables involved in the whole problem, the task is too great ever to 
be handled on any empirical or more scientific basis than this. In any event 
Mr. Smith and his associates, as a result of this initial pioneering, are the ones 
best qualified to deal further with the complexities involved. In support of this 
whole point of view, however, the book would be more appropriately named, 
Effects of Taxation on Corporate Financial Policy—A Preliminary Inquiry. 

“—— a a MILLER UPTON 
Washington University 
St. Louis 
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